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FOREWORD 


With the mailing of this issue the Law Forum completes its first five 
years of publication. Although still in its infancy when compared with the 
Harvard Law Review which began publication in 1887, the Law Forum 
can certainly be said to have passed a milestone in its career. It has now pub- 
lished twenty symposia, containing one hundred seven leading articles in 
various legal fields. The advertisement on page iii of this issue shows the 
diversity and character of these symposia. The early issues are no longer 
available due to a greater demand than anticipated. The success of the 
periodical has been due to the interest of the practicing bar and particularly 
to the energy and enthusiasm of the members of the Council of Practicing 
Lawyers, who have served as an advisory board and helped to keep the Law 
Forum close to the needs of the profession. The willingness of the busy 
lawyer to take valuable time from his practice to prepare an article for the 
benefit of his fellow practitioners has been particularly gratifying. With- 
out this spirit of professional cooperation the magazine would have been 
stillborn. It seems particularly appropriate at this time to extend the thanks 
of the College of Law to all of those who have labored diligently to further 
the idea of the Law Forum. 

Approximately one-fourth of each issue is devoted to the material on 
notes and case comments. This section of the Law Forum is the responsi- 
bility of the Board of Student Editors and is an integral part of the educa- 
tional structure of the College of Law. During the past five years eighty- 
four young men and women have served with distinction as members of the 
Board. They become eligible for membership by attaining a 4 point (B) 
average for their first two semesters in law school and earn election by 
preparing two comments on recent cases during their probationary semester. 
Thereafter they must prepare two comments or one longer subject matter 
note to remain on the Board. The best of the student material is published 
and the remainder is available by writing for specific comments to the Law 
Forum office. From time to time lists of the unpublished comments appear 
in the magazine and the bar’s interest in this material is attested by the 
relatively large number of requests for individual comments. 

The student notes are usually related to the subject matter of the 
symposium while the comments deal with unique problems in recent de- 
cisions regardless of the area of law involved. The student editors receive 
invaluable training in research, analysis, and legal writing and the sub- 
scriber to the magazine has the advantage of a succinct presentation of a 
problem of current interest. (Moreover, future leaders of the bar are 
being trained for a type of legal writing that may help them enrich the 
symposia of the future.) 

The first, and an exceedingly popular, issue of the Law Forum was on 
“Estate Planning.” In deciding on an appropriate number to close the fifth 
volume, consideration was given to another issue on the same subject with 








a discussion of the developments of the past five years. While this would 
undoubtedly have made a worthwhile issue it was the consensus of the 
Council that this rather well-plowed ground should be left idle for the time 
being and the idea of “Income Tax Planning” emerged. It is indicative of 
the nature of mid-twentieth century law that the five years begin and end 
with emphasis on federal taxation. 

So much could fall within the ambit of “Income Tax Planning” that 
the problem of inclusion and exclusion was a major task. However, there 
are certain areas where the lawyer must consider income taxation with 
particular care if he is to serve the best interests of his client. Estate plan- 
ning, with its emphasis on death taxes, has become a popular concept to 
lawyer and layman alike. By making both more tax conscious the term itself 
has served a useful purpose. It is with this same general idea in mind that 
this series of related articles on income tax planning is offered to the bar. 

The family business, of whatever type, requires careful planning if it is 
to possess maximum utility, taxwise. Changes in form and transfers of busi- 
ness interests are of particular concern. The symposium opens with a 
thoughtful discussion of “Income Tax Planning for the Family Business” 
and then proceeds to “Income Tax Planning for Personal Investments,” 
which discusses the various types of investment from the viewpoint of tax 
advantage. 

The trust remains the most flexible weapon in the planner’s battle 
against the revenue collector. “Income Tax Planning through Trusts” dis- 
cusses in detail the old favorites plus the new developments in the trust 
field. 

Death may solve the taxpayer’s problem but his personal representative 
accepts the grief along with the assets and he must consider carefully the 
points covered in “Income Tax Planning in the Decedent’s Estate.” This 
article contains useful tables illustrating the points involved. 

Two of the ways to ease the burden of taxation are through gifts to 
minors and gifts to charity. Both present areas of quicksand to snare the 
unwary and the last two articles, “Income Tax Planning through Outright 
Gifts to Minors” and “Income Tax Planning for Charitable Gifts,” offer 
charts through the morass. 

A student note, “Tax Aspects of Intrafamily Annuities,” fits neatly into 
the pattern of the symposium. 

Joun E. Cripset 
Editor, Law Forum 


INCOME TAX PLANNING FOR 
THE FAMILY BUSINESS 


BY JAMES P. JOHNSON * 


“INCOME TAX PLANNING for the family business” is an impossibly 
broad subject. The exercise of considerable selectivity is therefore required. 
In general, only those problems of “income tax planning” which seem of 
peculiar importance to closely-held businesses, and not common to all busi- 
ness, are considered. Further, the typical problem in “tax planning” for a 
closely-held business seems to involve an attempt to transfer business income 
from one taxpaying entity to another, and for the most part consideration 
is limited to problems in which this common thread is identifiable. There 
may be involved simply a change from one form of business organization 
to another form which is believed for the time being to be more advan- 
tageous tax-wise; the causing of income to be taxed to the business entity on 
the one hand or to the beneficial owners on the other; or the introduction of 
new taxpayers, either as additional owners or as additional business entities. 

It is assumed that a going business has to be dealt with. For some reason 
those business enterprises which are launched with careful income tax plan- 
ning at the outset seldom seem to succeed—perhaps because too much atten- 
tion was diverted from the business to taxes. It is also assumed that the 
business is destined to remain in the family, since its final disposition is hardly 
a result of “tax planning.” Finally, it is assumed that the excess profits tax 
will have expired by the time this article appears in print. In general, it is 
intended to point out problems that are likely to be encountered, rather 
than analyze them in detail, particularly in the case of problems thoroughly 
explored in recent periodical literature. 


TAXATION OF FAMILY BUSINESS ORGANIZATIONS 
Sole Proprietorship 


A sole proprietorship is, of course, the elemental type of business or- 
ganization. For income tax purposes, the business is by definition identical 
with the proprietor, and can therefore present only one tax-paying entity. 
For this reason income tax planning with a sole proprietorship is usually 
concerned primarily with trying to turn it into something else. Even a sole 
proprietor, however, may achieve some results of income tax planning 
within our definition. For instance, as subsequently discussed, real estate 


* JAMES P. JOHNSON. A.B. 1934, Yale University; LL.B. 1937, Harvard 
University; member of the firm of Bell, Boyd, Marshall & Lloyd, 
Chicago. The writer wishes to acknowledge the assistance of James T. 
Rind. 
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used in the business can, if proper precautions are taken, be given to other 
members of the taxpayer’s family and leased back. 


Partnership 


A partnership offers the opportunity of introducing additional tax- 
payers as beneficial owners, although the business entity itself is not an addi- 
tional tax-paying unit. In addition, some further income tax planning is 
possible. A newly-formed partnership, for instance, can adopt a fiscal year 
different from that of the partners, while a proprietorship must, of course, 
conform to the fiscal year of the proprietor. A tax on a substantial part of 
one year’s income can in effect be indefinitely postponed (although never 
forgiven) by judicious selection of a fiscal year. 

A partnership can unwittingly fall into the heresy of being taxed as a 
corporation. The regulations ? provide that a partnership, or a similar organi- 
zation, will be taxed as a corporation if (a) the organization is not inter- 
rupted by the death of a member or the change of ownership of a par- 
ticipating interest, and (b) management is centralized in one or more persons 
in their representative capacities, or in other words, if there are both con- 
tinuity of existence and unity of management. The regulations are in 
general supported by court decisions. However, a partnership agreement 
which only provides that upon the death or retirement of a partner the 
partnership is to continue as to the surviving partners, as distinguished 
from an agreement continuing his share indefinitely at the risk of the busi- 
ness, should not run afoul of the proscription against continuity of exist- 
ence, nor should an agreement continuing his participation temporarily as 
a means of liquidating his interest.* Similarly, the appointment of a man- 
agement committee or managing partner revocable at will by the other 
partners should not constitute a dangerous unity of management.‘ 


Limited Partnership 


A limited partnership is typically treated for tax purposes in the same 
manner as a general partnership, and offers considerably more useful scope 
for a family business. It is theoretically in more danger of being taxed as a 
corporation than a general partnership, because by definition management 
is at least partially centralized, and the disposition of a limited partner’s 
interest does not disrupt the partnership. Fortunately the regulations with 


‘Int. Rev. Cope, § 188 provides in substance that a partner includes in his income 
for a given year the income of a partnership for a taxable year ending within or with 
his taxable year. 

7 US. Treas. Reg. 118, § 39.3797-4 (1953). 

*J. A. Riggs Tractor Co., 6 T.C. 889 (1946), Acq., 1946-2 Cum. Butt. 4. 

“This subject has been considerably developed in connection with joint ventures 
in the oil and gas industry. See, e.g., 1.T. 3930, 1948-2 Cum. But. 126, and I.T. 3948, 
1949-1 Cum. BuLL. 161. Perhaps precedents established in this peculiarly favored area 
cannot be relied upon in other connections. 
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respect to limited partnerships limit the effect of the first half of the two- 
fold test referred to above, continuity of existence, to the death of a general 
partner, or a transfer of a general partner’s interest.5 Perhaps for this reason 
there has been little litigation on the subject. However, while the foregoing 
is true with respect to typical limited partnerships formed under the Uni- 
form Limited Partnership Act in effect in a number of states, including 
Illinois, hybrid organizations, such as the laws of a few states contemplate, 
are nevertheless treated as corporations.® 


Corporation 


A corporation furnishes an: additional taxpayer in the business entity 
(or more than one, if two or more corporations can be justified), to the 
extent that earnings can reasonably be retained in the business. In addition, 
corporate stock is more easily transferred to other family members than is 
a partnership interest. The cost of these advantages is a double tax on 
earnings distributed as dividends—that is, earnings which can reasonably be 
neither retained in the business nor paid as compensation for services. 


Personal Holding Companies 


Personal holding companies? are corporations which are subject to a 
completely ruinous tax on retained ordinary income, whether or not the 
retention is reasonable. The definition of a personal holding company is 
complicated, and beyond the scope of this paper. However, some useful 
purpose might be served by a simplified description of the type of corpora- 
tion whose status might be suspect, and should be investigated further for 
more exact diagnosis. A corporation may be a personal holding company 
if (a) at any time during the last half of its taxable year fifty per cent or 
more in value of its stock is owned by not more than five family or partner- 
ship groups (considering stock owned by a corporation as owned by its 
stockholders) and (b) eighty per cent (or in some cases seventy per cent) or 
more of its gross income consisted of dividends, interest, royalties, annuities, 
rents, gains from the sale of stock, securities and commodities futures, in- 
come from estates or trusts or gains from the sale of an interest therein, and 
income under personal service contracts (under which another person may 
require a stockholder to perform the services) or gains from the sale thereof. 
There are exceptions for dealers in stock or securities, for corporations most 
of whose income is from rents under leases to strangers, and for operating 
mineral, oil or gas producers. 

Other Forms 


Other forms of business organizations usually are taxed either as part- 


US. Treas. Reg. 118, § 39.3797-5 (1953). 

* Jacob Frost, 13 T.C. 307 (1949), and O.D. 444, 2 Cum. Butt. 11 (Ohio limited 
partnerships) ; I.T. 3209, 1938-2 Cum. But. 194 (Tennessee limited partnerships). 

"Int. Rev. Cope, §§ 500-506. 
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nerships or as corporations. Simple joint ventures, syndicates, pools and the 
like generally emerge as partnerships. On the other hand, broader forms 
of organizations, such as old-fashioned joint stock companies or associations, 
“business,” ‘“Massachusetts” and “common law” trusts, and investment 
trusts,® unless “regulated” and therefore specially treated by statute,!° are 
apt to be treated as corporations. 


Trusts 


Trusts, which could often be useful in the management of a family 
business, are particularly troublesome in this respect and have occasioned 
an enormous amount of litigation. In addition to the tests of unity of man- 
agement and continuity of existence prescribed by the regulations with 
respect to partnerships, two further distinguishing features which lead to 
corporate taxability are provided for trusts.11 These are the capacity to 
acquire, hold and dispose of property and sue and be sued as a unit, and 
limitation of liability. Unfortunately, these four attributes of a trust tax- 
able as a corporation are not set forth in the conjunctive—neither all, nor 
any other given number, need be present to produce an unwanted result. As 
a result, there is much confusion in this field. The regulations distinguish 
“ordinary trusts,” described as created by will or declaration, in which 
trustees take title by will or declaration to protect or conserve property 
“as customarily required under the ordinary rules applied in chancery or 
probate courts,” the beneficiaries only accepting another’s benefits, and if 
they themselves create the trust, ordinarily doing so only to conserve the 
trust property, without undertaking any activities not strictly necessary to 
that end. The courts have, again, in general supported the regulations. They 
have placed emphasis on the type of activity contemplated, in addition to 
the type of organization. Title-holding trusts, primarily of a “passive” 
nature, typically owning real estate or a patent, have generally been ex- 
empted from corporate taxation,!* as have liquidating trusts,1* provided in 
either case that the powers of the trustee are not broader than the activities 
actually engaged in. Unfortunately the safe limits of trusts such as these 


5 US. Treas. Reg. 118, § 39.3797-4 (1953). 

° Id. § 39.3797-2. 

* Int. Rev. Cope, §§ 361-362. 

"US. Treas. Reg. 118, § 39.3797-3 (1953). 

# F.g., Waldo B. Russell, 3 T.C.M. 613 (1944). 

*® Commissioner v. Morriss Realty Co. Trust No. 2, 68 F.2d 648 (7th Cir. 1934); 
Commissioner v. Atherton, 50 F.2d 740 (9th Cir. 1931); Blair v. Wilson Syndicate Trust, 
39 F.2d 43 (Sth Cir. 1930). 

* Morrissey v. Commissioner, 296 U.S. 344, 56 Sup. Ct. 289 (1935). 
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are uncertain. At least one trust formed by a will,!5 and another trust having 
only one beneficiary,!® have been held taxable as a corporation. 


CHANGES IN FORM 


A change in the form of a business organization is encountered in the 
type of activity we are considering both as an end in itself and as a pre- 
liminary to a further change in taxpayer identity. 


Formation and Dissolution of Partnerships 


A general partnership can be formed, for both income tax and general 
law purposes, simply by business association, with no formal steps whatever. 
A formal agreement is of course usually advisable for a number of reasons, 
the most important from an income tax standpoint being that the income 
tax consequences of death or retirement can to some extent be controlled 
by the agreement, as is indicated below. A limited partnership requires 
careful compliance with the local Limited Partnership Act in order to in- 
sulate the limited partners from general partnership liability, and, as is 
pointed out below, the regulations state that compliance is necessary to 
preserve the partnership income tax status. 

The formation of the partnership is not a taxable event, and any asset 
contributed retains the basis it had in the hands of the contributing partner.'7 
Liquidation of a partnership is likewise not a taxable event, except to the 
extent that cash is received.18 There is, however, a disturbance of basis. 
When a partnership is formed, the basis of an individual partner’s interest 
in the partnership is his basis of any assets contributed by him in kind, plus 
the amount of any cash contributed, and this basis usually remains the same 
regardless of transactions by the partnership, except to the extent these 
transactions have been reflected in the partners’ income tax returns. How- 
ever, as the partnership acquires new assets it will normally acquire new 
bases for them. Therefore, by the time the partnership is liquidated, the 
basis of a partner’s interest in the partnership may be very different from 
the partnership’s basis in the property representing the partner’s interest. 
The statute provides that upon distribution of an asset in kind to a partner, 
the basis of the asset in his hands is “. . . such part of the basis in his hands 
of his partnership interest as is properly allocable to such property.” 1° This 


* Keatts et al., trustees v. United States, 52-2 U.S.T.C., 9 9446 (D.C. Tenn. 1952). 

Lombard Trustees Ltd. v. Commissioner, 136 F.2d 22 (9th Cir. 1943). The facts 
in this case, however, were extreme. Cf. Lewis & Co. v. Commissioner, 301 U.S. 385, 
57 Sup. Cr. 826 (1937). And see Morrissey v. Commissioner, supra note 14; Knoxville 
Truck Sales & Service, Inc., 10 T.C. 616, 621 (1948); Coast Carton Co., 10 T.C. 894, 
902 (1948), (app. dismissed, Nov. 1, 1948). 

Int. Rev. Cope, § 113(a) (13). 

*U\S. Treas. Reg. 118, § 39.113 (a) (13)-2 (1953). 

# Int. Rev. Cone, § 113(a) (13). 
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obscure statement is generally assumed to mean that the partner’s basis is, 
roughly, apportioned between his interest in the partnership assets in pro- 
portion to their current values. In any event, without attempting an analysis 
of the result,?° it should be sufficient for present purposes to point out that 
there can be an important difference between the sale of an asset by a 
partnership before distribution, and its sale by a partner after distribution. 
It should be added that the foregoing applies to the distribution of a single 
asset in kind as well as to a complete dissolution. 


Incorporation 


The formation of a corporation by a single individual, whether the 
asset transferred is a going business or anything else, is so simple an opera- 
tion that resulting trouble from an income tax standpoint, or any other, 
is unlikely, at least unless the incorporator has committed himself to dispose 
of all or a portion of his stock before incorporation. The transaction is not 
taxable (if the transferor remains in “control” of the corporation),?4 and 
the corporation receives the assets with, in general, the same basis and other 
infirmities they had in the hands of the transferor.?? It should be empha- 
sized, however, that the simplicity of incorporation is as deceptive as the 
entrance to a lobster pot. Both offer only one-way transportation. A cor- 
poration can be gotten into without immediate tax consequences, but, as is 
pointed out later, it cannot ordinarily be gotten out of without a capital 
gains tax, assuming prosperity, and any attempt to get out only partially 
may invite a tax on the resulting distribution as a dividend at ordinary 
income rates. In addition, as is also pointed out later, the mere change in 
identity caused by incorporation may be subsequently found to have re- 
sulted in the loss of various valuable rights. 

Converting a partnership into a corporation can be as simple as the 


For an exhaustive discussion of this and other partnership tax problems, see 
LitTLe, FEDERAL INCOME TAXATION OF PARTNERSHIPS (1952). 


7 Int. Rev. Cope, § 112(b) (5) provides that “no gain or loss shall be recognized if 
property is transferred to a corporation by one or more persons solely in exchange for 
stock or securities in such corporation, and immediately after the exchange such person 
or persons are in control of the corporation. .. .” The word “control” is defined in 
Section 112(h) as ownership of stock possessing at least 80 per cent of the total combined 
voting power of all voting stock, and 80 per cent of the total number of shares of other 
stock. The existence or non-existence of such control “immediately after the exchange” 
has been the cause of considerable controversy. It has been held that a pre-existing con- 
tract to transfer control does not invalidate the tax-free nature of the exchange, provided 
that the transfer is not the purpose of the exchange. These efforts, though successful in 
court, seem to the author an unnecessary flirtation with disaster. That “time ripens all 
things” is nowhere truer than in the field of taxation. At least a short interval in which 
the new stockholder has the unfettered ability to do with his stock as he wishes seems 
no more than a decent gesture to the amenities. See generally, Haddad, Some Recent 
Developments under Section 112(b)(5), 27 Taxes 1097, 1099 (1949); 1 MontcomeERy’s 
Feperat Taxes—Corporations and Partnerships, 256-258 (1951-1952). 


2 InT. Rev. Cone, § 113(a) (6). 
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incorporation of a sole proprietorship, provided, as in the case of a pro- 
prietorship, that no new owners are simultaneously introduced, and pro- 
vided further, in the case of a partnership, that proportionate ownership 
of the corporation is substantially identical to that of the partnership.?* 
The second limitation has given rise to a considerable amount of litigation 
and grief, and its proper interpretation is uncertain.** The only safe pro- 
cedure is to have exact correspondence in interests in the partnership and 
corporation. This is easy to accomplish if the partners’ respective interests 
in capital are the same as their interests in drawing accounts and in residual 
profits, and if there are no limited partners with preferred interests. Other- 
wise a serious valuation problem can be encountered in making sure that 
the interests remain proportional. If the partnership transfers its assets to 
the corporation in exchange for stock to be issued direct to the partners, 
or if the partners transfer their partnership interests for stock, the problem 
is squarely presented of whether the ownership immediately after the in- 
corporation is proportional to the ownership immediately before. 

Theoretically this problem could be met head-on, by issuing different 
classes of stock to correspond to the different types of partnership in- 
terests,25 and while such a course may on occasion be necessary, it should 
be avoided if possible. One way to avoid it is to have the partnership 
exchange its assets for stock issued in its name, and preserve that status for 
a considerable period. Since the partners’ interests in the partnership remain 
the same, there seems little room for argument that the statutory require- 
ments have not been met. Different classes of stock can be issued with the 
intention of eventually distributing them in varying proportions, but there 
should be no advance agreement to do so. 

A second method is to amend the partnership so that no partner’s 


Id. § 112(b) (5), referred to in footnote 21, supra, goes on to provide, “. . . but 
in case of an exchange by two or more persons this paragraph shall apply only if the 
amount of the stock and securities received by each is substantially in proportion to 
his interest in the property prior to the exchange. .. .” The balance of the subsection 
prescribes the effect on proportionality of the assumption of liabilities by a transferee. 


™ Mather & Co. v. Commissioner, 171 F.2d 864 (3d Cir. 1949); Bodell v. Commis- 
sioner, 154 F.2d 407 (1st Cir. 1946); Haddad, supra note 21. 


** See Strouse, Adler Co., 3 T.C.M. 641 (1944), involving the basis for depreciation 
for the years 1937-8 of a corporation resulting from the incorporation of a partnership 
in 1927. The partners’ interests in capital and profits differed. The corporation first 
issued common and preferred stock pro rata, and nine days later one partner transferred 
common stock to the other. The Commissioner successfully contended that the ex- 
change was tax-free, so that the corporation was required to use the partnership’s basis. 
The Tax Court said that the partners were working out an arrangement whereby their 
interests would be continued without material change under the unusual circumstances, 
and held that they had succeeded, stating that it reached the conclusion the more readily 
because of the time interval between the two transactions and because the second 
transaction was completed pursuant to an oral understanding “which was indefinite as 
to method and time of execution and which was no part of the formal plan of incor- 
poration.” In the incorporation the partnership appears to have transferred its assets to 
the corporation in exchange for stock issued direct to the partners individually. 
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interest in capital differs from his interest in profits, so that interests in 
drawing accounts and residual profits are proportionate, and so that there 
are no preferred interests. After a decent interval,?* the simplified partner- 
ship can then be incorporated—again without advance agreement. This 
method is not suitable for use with a limited partnership unless the lim- 
ited partners are willing to become general partners for an interval, since 
limited partners are given a preferred status by statute. Further, it is of 
course unsuited if it is desired to preserve the varied interests in the original 
partnership. 

A third alternative is actually to dissolve the partnership, and then have 
the transfer made by the partners. However, to avoid possible difficulty 
with the words “prior to” in Section 112(b)(5), the transactions should 
not be simultaneous, and if a going business is involved, an interim partner- 
ship agreement may be desirable for practical reasons. Again, as in the case 
of the preceding alternative, this route is not suitable if limited or dispropor- 
tionate interests are to be preserved. 

It should be pointed out that the basis of the corporation’s assets may 
differ depending on the alternative selected. If assets are transferred by the 
partnership, the corporation succeeds to its basis.27 However, if the initial 
partnership is liquidated in kind, its assets acquire a proportionate share of 
the partners’ bases for their partnership interests, as has been pointed out,?8 
and this substituted basis carries forward into the corporation. The choice 
of results will normally depend on whether the total bases of the partner- 
ship’s assets, or the aggregate of the partners’ bases, is the greater.?° 


Liquidation of a Corporation 


The complete liquidation of a successful corporation will, with three 
major exceptions, result in a capital gains tax on the difference between a 
stockholder’s basis for his stock and the current value of the assets received,®° 
perhaps including good will. 

The first exception is the liquidation of a corporate subsidiary, if the 
statutory tests of ownership are met.®! The second exception is a “one- 
month” liquidation 82 currently permitted at the election of the stockholders 
with respect to liquidations completed within one calendar month prior 
to 195488 if various statutory requirements are complied with. The effect 


** There has been considerable litigation about the meaning of “immediately after” 
in Section 112(b) (5) but no elucidation of the meaning of “prior to.” 

Int. Rev. Cope, § 113(a) (6). 

* See footnotes 19 and 20. 

*¥For a further discussion of the general subject, see Blum, Changing from a Cor- 
poration to a Partnership, 28 Taxes 1180 (1950). 

Int. Rev. Cone, § 115(c). 

"Id. § 112(b) (6). 

™ Id. § 112(b) (7). 

™ Technical Changes Act of 1953, § 101. 
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of a one-month or Section 112(b)(7) liquidation is in general (a) that any 
gain, to the extent of “earnings and profits” accumulated since February 28, 
1913, is taxed as an ordinary dividend; (b) that any remaining gain, to the 
extent of cash, or stock or securities acquired after August 15, 1950, is 
taxed as capital gain; (c) that any gain still remaining is not subject to tax; 
and (d) that the basis ** of property received in the liquidation is equal to 
the stockholder’s original basis for his stock less the amount of any cash 
received, and plus the amount of any gain recognized (including any gain 
taxed as ordinary income). This section was first introduced into the law 
to encourage the liquidation of holding companies, and it can be used to 
advantage by corporations whose’ principal assets consist of stock, real estate, 
or oil or gas interests which have appreciated in value, but not been dis- 
posed of, so that the appreciation has not been taken into the “earnings and 
profits” account. It is not usually useful in the case of a business corpora- 
tion, however, because substantial accumulated earnings and profits will 
usually be found to be present. Hidden earnings and profits may also be 
found in a corporation which has emerged from one or more reorganiza- 
tions or recapitalizations, or even if its capital account has been tinkered 
with in the past. Earned surplus may have at some time been capitalized 
or distributed for state law purposes while retaining its status for income 
tax purposes. The determination of “earnings and profits” is a complex 
subject and their absence is not to be assumed lightly.*® In addition, the 
procedural requirements of Section 112(b)(7) must be strictly complied 
with. 

The third principal type of complete corporate liquidation which does 
not result in a capital gains tax is the liquidation of a “collapsible corpora- 
tion.” This intriguing piece of equipment was added to the growing collec- 
tion of income tax paraphernalia by the Revenue Act of 1950, and its liquida- 
tion may result in gain being taxed as ordinary income.** As was the case 
with respect to personal holding companies, no exhaustive analysis of col- 
lapsible corporations is attempted, but the following description of what 
might be one is given: A corporation may be “collapsible” if (a) it is formed 
or used, directly or through another corporation, principally to manufacture, 
construct or produce property, or to purchase property of an inventory 
nature, or to receive property in a tax-free exchange, (b) with the intention 
that the stockholders will realize gain attributable to such property by 
selling or exchanging their stock, or receiving a distribution (presumably 


“Int. Rev. Cope, § 113(a) (18). 

* For a thorough discussion of the subject see Albrecht, “Dividends” and “Earnings 
or Profits,” 7 Tax L. Rev. 157 (1952); Rudick, Dividends and “Earnings or Profits” 
under the Income Tax Law: Corporate Non-Liquidating Distributions, 89 U. or Pa. L. 
REv. 865 (1941). A more popular discussion is to be found in Reno, Earnings and Profits, 
80 J. AccounTANcy 207 (1945). 

* Int. Rev. Cope, § 117(m). 
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of a substantial part of its property), before the corporation realizes a sub- 
stantial part of the net income to be derived from the property, (c) the 
taxpayer in question owns, directly or through a family, partnership, or 
corporate group more than ten per cent in value of the outstanding stock, 
and (d) the collapse occurs in three years or less after the completion of 
manufacture, construction, production or purchase, and more than seventy 
per cent of the gain recognized in the year of collapse is attributable to the 
property in question. 

Finally, lest any reader jump to conclusions, a complete liquidation 
must be genuine in order to be treated as such. A genuine partial liquidation 
can result in taxation at capital gains rates ** if it follows from a genuine 
contraction in theretofore active business operations, as by the discontinu- 
ance of one phase of business activities or a marked and permanent shrink- 
age in volume.’& But an attempt to distribute accumulated earnings at 
capital gains rates by such a device as a partial liquidation, a liquidation 
followed by immediate reincorporation of business assets, or an incorpora- 
tion of the business assets followed by a complete liquidation, without a 
“business” purpose, will be treated as a dividend to the extent of the non- 
business assets received; such transactions, and various others involving 
more than one corporation, which may or may not qualify as reorganizations 
under Section 112(g), are beyond the scope of this paper.®® 


Miscellaneous Consequences of Changes in Form 


As has already been indicated, a change in business entity may produce 
unexpected collateral consequences. Typically, but not always, such conse- 
quences arise under provisions of the Code which specify either (a) con- 
sequences resulting from previous action by “the taxpayer,” the question 
then arising whether a predecessor in interest meets the description, (b) con- 
sequences from a disposition or transfer of property, or (c) privileges limited 
to a particular type of taxpayer. In some instances unexpected results will 
follow only if the change in entity is a taxable transaction, in others even 
if the transaction is tax-free, and in still others the effect is uncertain. 
Examples are the disposition of installment obligations under Section 44(d); 


* Id. § 115(c). 

See Pedrick, Some Latter Day Developments in the Taxation of Liquidating Dis- 
tributions, 50 Micu. L. Rev. 529 (1952). 

* Int. Rev. Cope, § 115(g)(1); Gregory v. Helvering, 293 U.S. 465, 55 Sup. Ct. 
266 (1935); Lewis v. Commissioner, 176 F.2d 646 (1st Cir. 1949). Other leading cases 
in this general field are Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462, 
53 Sup. Ct. 257 (1933); LeTulle v. Scofield, 308 U.S. 415, 60 Sup. Cr. 313 (1940) (no 
continuity of interest); Estate of Bedford v. Commissioner, 325 U.S. 283, 65 Sup. Ct. 
1157 (1945); Adams v. Commissioner and Bazley v. Commissioner, 331 U.S. 737, 67 
Sup. Ct. 1489 (1947) (effect of a dividend). See generally, Darrell, Corporate Reorgani- 
zations and Readjustments (Practicing Law Institute, 1953); Emery, Taxing Distributions 
Pursuant to Corporate Reorganizations, 50 Micu. L. Rev. 549 (1952); McSwain, Re- 
capitalizations, 27 Taxes 1065 (1949). 
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disposition of insurance policies under Section 22(b)(3)(A); exclusion of 
recoveries of amounts previously deducted and not resulting in a tax benefit, 
under Section 22(b) (12); carry-overs and carry-backs; amortization deduc- 
tions for emergency facilities under Section 124A; deductibility of unpaid 
expenses by a cash basis taxpayer, or of subsequently accruing expenses by 
an accrual basis taxpayer, going out of existence; the privilege of filing 
consolidated returns; and eligibility for pension and profit sharing plans 
(being confined to employees, as distinguished from partners). A con- 
siderable listing and discussion of such phenomena is contained in Darrell, 
Corporate Reorganizations and Readjustments 46-55 (Practising Law Insti- 
tute, 1953). 


TRANSFERS OF BUSINESS INTERESTS 


Partnership Interests 


The high tax rates of the war and post-war years produced an epidemic 
of partnerships formed solely for tax reasons. A greater premium was 
placed on the introduction of wives and children as partners into what had 
theretofore been a sole proprietorship. Further, corporate excess profits 
taxes made the conversion of corporations into partnerships desirable in many 
cases. The Treasury Department was spectacularly successful in attacking 
such arrangements when they possessed no substance, and the introduction 
of partners who made no real contribution to the business became only a 
trap for the unwary. An individual seeking to give a partnership interest 
in his business to his wife or minor children found that he nevertheless con- 
tinued to pay income taxes on the entire business #° while he was charged 
with a gift tax on the value of the interest,*! and might be similarly charge- 
able on each year’s income which the income tax authorities refused to 
admit he had given—and further the partnership interest would presumably 
be subject to an additional gift tax when the husband or father tried to 
reverse the transaction and get the business back.‘ Two events have greatly 
relieved this situation. 

First, the privilege of splitting income between husband and wife, in- 
troduced by the Revenue Act of 1948, removed any incentive for the 
formation of husband-wife partnerships. Second, the family partnership 
provisions of the Revenue Act of 1951 48 legitimatized other bona fide family 


“Commissioner v. Tower, 327 U.S. 280, 66 Sup. Ct. 532 (1946); Lusthaus v. Com- 
missioner, 327 U.S. 293, 66 Sup. Cr. 539 (1946). Cf. Commissioner v. Culbertson, 337 
US. 733, 69 Sup. Cr. 1210 (1949). 

“Walter H. Lippert, 11 T.C. 783 (1948), remanded on stipulation, 184 F.2d 672 
(8th Cir. 1950). 

“See Lowry v. Kavanagh, 322 Mich. 532, 34 N.W.2d 60 (1948). Cf. Stone v. 
Stone, 319 Mich. 194, 29 N.W.2d 271 (1947). 

“Revenue Act of 1951, § 340, adding Int. Rev. Cope, § 191 and amending 
§ 3797(a) (2). 
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partnerships. This latter result was accomplished in a rather backhanded 
manner and in two steps: first, by amending the definition of a partnership 
in the definitions part of the Code to include a statement that “a person 
shall be recognized as a partner for income tax purposes if he owns an 
interest in a partnership in which capital is a material income-producing 
factor, whether or not such interest was derived by purchase or gift from 
any other person”; and second, by adding a new section to the partnership 
provisions to the effect that the income of a partnership interest created by 
gift (or by intra-family sale) is taxable to the donee, except to the extent 
that (a) the donor does not receive reasonable compensation for his services 
to the partnership, or (b) the donee receives a proportionately greater 
return on his capital than the donor. The Treasury Department, not to 
be outdone in back-handedness, has in its regulations under Section 191 * 
placed considerable emphasis upon the wording of the amendment to Sec- 
tion 3797(a)(2). The regulations, nevertheless, seem a reasonable interpre- 
tation of the statute. The following cautionary points in the regulations 
should be observed: 


(a) The partnership must be one in which capital is a material income- 
producing factor. 

(b) The transfer must be of a capital interest, and not of an interest 
in earnings only. 

(c) The transfer must be genuine, and vest dominion and control in 
the donee. The regulations emphasize that all circumstances at the time of, 
before and after the transfer will be scrutinized to determine whether the 
transferor has retained such incidents of ownership that the transfer will 
not be considered as bona fide. The following specific circumstances reflect- 
ing upon the bona fides of a family partnership are the most important of 
those mentioned: 


(1) Retention of control over income distributions, or retention 
in the partnership of income beyond amounts retained with the consent 
of the partners, including the donee, for the reasonable needs of the 
business with the consent of the partners, including the donee, or by 
direction of the managing partner if the partnership agreement pro- 
vides for one. 

(2) Limitation on the donee’s right to withdraw or sell his interest 
at his discretion, without financial detriment, as where his interest “is 
not assignable in a real sense or where it may be required to be left in 
the business for a long term of years.” A minor will not be considered 
to have such rights unless either he is in fact competent (regardless of 
legal disabilities) to manage his own affairs, or unless control of his 
property is exercised for his benefit (and not for his support if the 
donor is legally obligated to support him) by a guardian or trustee. 


“USS. Treas. Reg. 118, § 39.191-1 (1953). 
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(3) Retention of control of assets essential to the business, as reten- 
tion of assets leased to the partnership. 

(4) Retention of unusual management powers. Retention of 
normal business management is not considered suspect if the donee has 
the power of disposal of his interest indicated in (2) above and if the 
donee is independent of the donor and capable of deciding to exercise, 
and of exercising, his rights. 


Factors recited indicating a bona fide partnership include participation in 
management; absence of “a passive acquiescence in the will of the donor;” 
actual receipt by the donee of all or a major portion of his share of income 
for his own use and not redeposited or loaned under the donor’s control; 
and external indicia of a partnership interest, such as being held out publicly 
to creditors and customers as a partner, compliance with local requirements 
such as fictitious name statutes, control of bank accounts, proper account- 
ing, recognition of the donee’s interest in insurance policies, leases and the 
like, written partnership agreements and partnership income tax returns. 

However, since, as is indicated below, a limited partner is recognized, 
existence of these factors should not be considered essential in a partnership 
not otherwise rendered suspect. 

(d) A trustee independent of the donor will be recognized as a partner 
if the conditions above are met. If the trustee is the donor or is not inde- 
pendent of him, the transaction will be much more closely examined. 

(e) A limited partnership will be recognized, if it is organized and 
conducted in accordance with applicable state law and if, again, the condi- 
tions above are met. 

Within this framework, it is now possible to transfer an interest in an 
appropriate partnership business to family members. The typical trans- 
feree is a child. The regulations summarized above emphasize that a minor 
child will not be recognized as a partner unless he is in fact competent to 
handle his own affairs. Apart from this there are real practical disadvan- 
tages in making a minor a partner. If the partnership is a general one, the 
existence of a minor partner can present insurmountable practical difficulties. 
And even in the case of a limited partnership, a minor limited partner can 
cause difficulty in the event of any major action which would require a 
limited partner’s consent. 

It is, therefore, usually advisable to place the partnership interest of a 
minor in trust. The regulations emphasize the desirability of having an 
independent trustee. This is desirable as well for other income-tax reasons 
and for estate-tax reasons. Care should be taken that the partnership agree- 
ment provides (a) that the interest of the trustee in the partnership can 
be assigned or that the trustee can withdraw his or its capital interest within 
a reasonable period of time, or preferably both, and (b) that the trustee is 
entitled to the trust’s entire distributable share of income unless it is left 
in the business with the consent of the trustee. The trust agreement should 
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provide, for estate-tax as well as income-tax reasons, that neither the income 
nor principal can be used for the support of a child of the grantor while 
the child is a minor, except to the extent that all resources available for 
support, including enforcement of the parents’ obligation of support, are 
insufficient. 

As indicated above, if a minor is to be brought into an existing business 
partnership, use should be made of a trustee and of an independent trustee. 
A disinterested trustee will, if well advised, insist on a limited partnership, 
in order to protect himself or itself from personal liability for partnership 
obligations (since even if the partnership and trust agreements purported 
to exonerate the trustee from personal liability, in order to be effective 
against the public such an exoneration would have to be incorporated in 
every business transaction the partnership engaged in, and even then would 
not relieve the trustee of tort liability). Typically, the problem is to bring 
a trustee into an existing business partnership, and usually an existing general 
partnership. There are four ways in which this can be done: first, an 
interest in the general partnership can be assigned to the trustee and the 
trustee can then join in an amendment converting the partnership into a 
limited partnership; second, cash can be delivered to the trustee, which the 
trustee can then invest in a limited partnership interest previously author- 
ized by amendment; third, the partnership agreement can be amended to 
provide for limited partnership interests, either with the general partner 
himself or a nominee as limited partner, and the limited partnership interest 
can then be assigned to the trustee; and fourth, the trust can be created 
with an interested trustee, who takes an assignment of a general partner- 
ship interest, joins in an amendment converting it into a limited partnership 
interest, and then resigns, to be succeeded by the disinterested trustee in 
accordance with the trust agreement. The first alternative is disturbing to 
a disinterested trustee for fear that the momentary possession of a general 
partnership interest might lead to the assumption of partnership liabilities. 
The second alternative is rather unsatisfactory because it involves an affirma- 
tive investment in the partnership. Either of the last two is satisfactory. 


Transfers of Corporate Stock 


The transfer of corporate stock is a very much simpler operation than 
the transfer of a partnership interest. As long as the corporate structure 
does not depart so far from usual form that the stock interest transferred 
is not a real and normal stock interest. and as long as the transfer is both 
legally and actually complete, the genuineness of the transfer should not 
be subject to question. Assuming that an individual is the owner of all the 
stock of a business corporation and desires to transfer a portion of it to his 
children, the stock transferred should not be of a class which, for instance, 
can be said to represent only an interest in income distributable in the 
discretion of the donor. For instance, a transfer of a non-voting stock with 
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no required dividends, subject to an option in the corporation or the 
grantor to repurchase it at a fixed price, might not be considered a transfer 
of a genuine corporate interest. Likewise, an assignment of a stock certificate 
never completed by delivery or by transfer on the corporate books, or a 
transfer coupled with a reassignment in blank or a redelivery to the donor 
or the loan to the donor of dividends received, would probably not be 
accepted as a complete transfer.*® 

Assuming the interest transferred is genuine and the transfer is com- 
plete, the fact that the transfer is to a minor should not invalidate the trans- 
action for income tax purposes. Again, however, as in the case of a partner- 
ship, the existence of a minor stockholder in a closely-held corporation can 
cause difficulties in future situations. If it should become desirable to sell 
all of the stock of the corporation, it would be impossible to deliver good 
title to the minor’s stock interest without the appointment of a guardian, 
and once a guardian is appointed, in Illinois at least, the guardianship must 
technically continue until the minor becomes of age, with the burden of 
its investment restrictions and requirements of periodic accounting. Also, 
other action requiring consent of all the stockholders may be impossible— 
even the taking of corporate action without the formality of a stockholders’ 
meeting would be impossible. Therefore, as in the case of a partnership 
interest, it is usually preferable to place a minor’s stock interest in a trust, 
and the trust instrument should contain the restrictions indicated above on 
use of income or principal for the minor’s support. It should be added, how- 
ever, that the disadvantage of placing stock in a minor’s name is much less 
in rare instances involving stock of a corporation which is widely enough 
held so that unanimous stockholder action, or the sale of one hundred per 
cent, would not be expected while at the same time the family’s interest in 
the corporation is great enough so that a strong desire to dispose of all of 
its holdings would be very unlikely. 

While it was stated above that donated stock should not be of a class 
sufficiently unusual or illusory to subject it to a charge of not being a 
genuine corporate interest, the transferred stock can nevertheless be of a 
class different from that retained by the donor. It could, for example, be 
non-voting preferred stock, with a fairly high dividend rate (but not 
absurdly high), provided it conformed to usual preferred stock provisions. 
The transfer of preferred stock in this manner can accomplish the result 
of diverting a substantial portion of the corporate income, and of corporate 
value for estate tax purposes upon the donor’s death, without the transfer 
of voting control. Therefore, if a corporation has only one class of stock 
outstanding, it might be advisable to consider a recapitalization or a stock 
dividend which would result in converting the common stock interest into 
both common and preferred, to be followed by a gift of the preferred. 


* Anderson v. Commissioner, 164 F.2d 870 (7th Cir. 1947); Coffey v. Commissioner, 
141 F.2d 204 (5th Cir. 1944). 
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This should have no undesirable income tax consequences.*® Two cautions, 
however, should be observed. First, if the preferred stock is sold within 
a fairly short period after it is issued, the Treasury Department may take 
the position that the two transactions were really one and that the result 
was a taxable dividend. Second, if more than one class of stock was pre- 
viously outstanding, considerable care must be exercised lest the issuance 
of the new preferred be treated in itself as a taxable dividend.*" 

Thus far we have assumed that all of the stock is held by a single indi- 
vidual and that he desires to transfer a financial, but not a controlling, 
interest to his children. A further variation is possible. He may have done 
just such a thing when his children were young, with the result that he has 
retained a controlling common stock interest while his children have either 
a minority common stock interest or a preferred stock interest. The chil- 
dren may now be adults and actively interested in the business, and the 
donor may wish to retire to an inactive position. The stockholdings should 
therefore be reversed, with the children ending up with voting control 
and the donor with a preferred stock interest. In a proper case such a 
transaction has been held to be a tax-free reorganization,*® and the Treasury 
has indicated a willingness to give a favorable advance ruling to this effect— 
again in a proper case. 


Leasebacks 


A final method of the transfer of business income to be mentioned is 
the transfer of title to business property which is then leased back to the 
business entity. For instance, if a partnership engaged in a commercial or 
manufacturing business owns the building in which it is housed, the build- 
ing can be withdrawn from the partnership and transferred by gift to other 
members of the family, who can then lease it to the business entity. If the 
transfer is genuine, with no strings attached, if the lease is a normal one 
with no more than usual control in the lessee, and if the rent is reasonable, 
the transfer should be recognized for income tax purposes.*® Conversely, a 
transfer which exists on paper only will not be recognized.®° 


“For a general summary of the history and current state of the law see Kanter, 
The Present Tax Status of Stock Dividends, 31 Taxes 418 (1953). 

* bid. 

“Elmer W. Hartzel, 40 B.T.A. 492 (1939), Acq. 1939-2 Cum. BuLL. 16; Marjorie 
N. Dean, 10 T.C. 19 (1948), Acq. 1949-1 Cum. Buty. 1; Wolf Envelope Co., 17 T.C. 
471 (1951), Commissioner’s app. dismissed, 197 F.2d 864 (6th Cir. 1952), Non-Acq. 
1952-1 Cum. Bux. 6. These cases are discussed in Leighton, Tax Free Reshuffling of 
Corporate Control, 31 Taxes 413 (1953). 

“Brown v. Commissioner, 180 F.2d 926 (3d Cir. 1950); Skemp v. Commissioner, 
168 F.2d 598 (7th Cir. 1948); Visintainer v. Commissioner, 187 F.2d 519 (10th Cir. 1951) 
(sheep); Henson v. Commissioner, 174 F.2d 846 (5th Cir. 1949) (proprietorship). 

 $8th St. Plaza Theatre, Inc. v. Commissioner, 195 F.2d 724 (2d Cir. 1952), cert. 
denied, 344 US. 820, 73 Sup. Cr. 17 (1952); White v. Fitzpatrick, 193 F.2d 398 (2d 
Cir. 1951), cert. denied, 343 U.S. 928, 72 Sup. Ct. 762 (1952); Armston Co. Inc. v. Com- 
missioner, 188 F.2d 531 (5th Cir. 1951). 
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MULTIPLE BUSINESS UNITS 


So much for the simple transfer of partial ownership of a business unit. 
In addition, it is not infrequently desired to divide the business unit itself 
into two or more separate business entities, either with or without a con- 
temporaneous change of ownership of one of them. In a typical case, a 
single corporation or partnership may be engaged in both the manufacture 
and sale of its products, and it may be desired to divorce the manufacturing 
and selling activities. If the business is a corporation, this could be accom- 
plished either by placing the selling activities in a wholly owned subsidiary 
or in another corporation owned by the stockholders of the original cor- 
poration or by others (the use of a subsidiary is less apt to accomplish 
favorable income tax results than the use of a separate corporation). If the 
original entity is a partnership, the result can be accomplished by placing 
the sales activities in a new partnership. 

The Commissioner has had four weapons with which to attack such a 
transaction by continuing to attribute transferred income to the transferee. 
These are Section 15(c) (which by its terms expired with the expira- 
tion of the excess profits tax), Section 45, Section 129, and the general con- 
cepts of attribution of income under Section 22(a). In the case of a cor- 
poration, the Commissioner’s task is harder, by reason of the wording of 
Sections 15(c) and 129, in the case of an activity such as selling, which 
does not necessarily require the transfer of assets from the old to the new 
entity, and can be often accomplished simply by the cessation of activities 
by one and the commencement of them by the other, than in the case of 
an activity which does require the transfer of substantial assets. Attacks on 
the genuineness of such transactions have not generally been successful if 
the severance between the two branches of the business is genuine, with 
separate personnel, bookkeeping, control, and preferably separate quarters; 
if the line of cleavage is a natural one, such as between manufacturing and 
selling or between different geographical areas; and if a legitimate business 
justification can be established. In fact, in the author’s opinion the courts 
have been rather naive in accepting taxpayers’ versions of their controlling 
motives. The motive most commonly relied on has been a desire to limit 
liability—but for losses which are usually insured against in any case. This 
subject has been extensively explored in two recent articles, and a further 
discussion would serve no useful purpose.*! 

If the business organization in question isa corporation, and if the 
segregation desired requires a transfer of assets, the dangers of a dividend 
tax on a partial liquidation are again presented, in addition to the problem 
of sustaining the genuineness of the transfer of income. The “Spin-Off,” 


Landman, Multiplying Business Corporations and Acquiring Tax Losses, 8 Tax 
L. Rev. 81 (1952); Emmanuel, Section 15(c): New Teeth for the Reluctant Dragon, 
8 Tax L. REv. 457 (1953). See also, McCaffrey, Dividing a Business, 30 Taxes 855 (1952). 
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another graphic contribution of the Revenue Act of 1951, may furnish an 
answer, if it is satisfactory to continue both businesses in corporate form. 
To be successful, a “Spin-Off” requires the formation of a completely arti- 
ficial corporation to contain the assets to be divorced, and must (a) be of 
other than preferred stock, (b) involve corporations all of which are in- 
tended to continue in active business, and (c) not be principally a device 
for the distribution of earnings and profits. “Split-Ups” and “Split-Offs” are 
similar non-statutory devices.5? 


BUSINESSES AND THEIR OWNERS 


Four things can be done with the business net income (before com- 
pensation to owner-managers) of a corporation: it can be distributed as a 
dividend, it can be paid as compensation to the owner-manager, it can be 
set aside for future compensation, or it can be accumulated in the corpora- 
tion. The first course obviously leads to double taxation, since the corpora- 
tion and the stockholder are both taxed on the same income. The second 
course results in a tax to the recipient, but no corporate income tax to the 
extent the total compensation is reasonable, since the amount is, of course, 
a deduction from corporate income. Whether the compensation is reason- 
able is usually considered in relation to the responsibility assumed by the 
recipient, the total income of the corporation, and the amount customarily 
paid to others in the same field of work. The tax services contain extensive 
listings of amounts which have been held reasonable and unreasonable.5* 
The third alternative, and other arrangements for deferred compensation, 
would require an entire volume in themselves for adequate treatment.54 

The fourth alternative, accumulation of income, of course, eliminates 
the second tax on the stockholder. However, if the accumulation is un- 
reasonable in relation to the needs of the business and is made for the pur- 
pose of avoiding surtax on the stockholders, an additional tax under Sec- 
tion 102 may be incurred. The tax, at rates ranging from 27% to 38% 
per cent, will, if imposed at all, apply to all income accumulated during the 
current year, and not just to the amount unreasonably accumulated. Whether 
an accumulation is unreasonable is determined in effect simply by whether 
net liquid resources are in excess of reasonably foreseeable needs. The appli- 
cation of this section, like the reasonableness of compensation, is a factual 


*@ The Spin-Off is provided for in Int. Rev. Cope, § 112(b) (11), added by Revenue 
Act of 1951, § 317. See generally Kessler, Some Problems in Combining and Dividing 
Existing Corporate Businesses, 27 Taxes 1071 (1949); Mette, Spin-Off Reorganizations 
and the Revenue Act of 1951, 8 Tax L. Rev. 337 (1953); Mintz, Divisive Corporate Re- 
organizations: Split-Ups and Split-Offs, 6 Tax L. Rev. 365 (1951). 

1 CCH 1954 Fed. Tax Rep. 44 161.269—161.2821; 2 P-H 1954 Fed. Tax Serv. 
44 11703-C—11705-A. 

“For a good general discussion of deferred and other compensation arrangements 
see Bryson, Tax Aspects of Executives’ Compensation (Practising Law Institute, 1951). 
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question, about which little of use can be said but much has been written.®® 
Businessmen are inclined to state gloomily that the future prospects of their 
businesses are so dim that, if there were no income taxes at all, they would 
distribute less in the way of dividends than they feel forced to by Sec- 
tion 102. With all respect, these gentlemen are probably being somewhat 
less than truthful. A Section 102 tax has seldom—particularly in the Tax 
Court—been imposed upon a corporation with a justifiable and compre- 
hensible business reason for retaining its earnings. The reasons most com- 
monly advanced have been fear of future declines in business activity, 
requiring larger sums to be tied up in receivables or slower inventory turn- 
over; replacement of existing facilities; and expansion in existing or into 
related lines of business. The first found justification during and just after 
the war years. The remaining reasons depend for their effectiveness upon 
proof of serious intent by architectural studies, preliminary activities and 
the like, and upon actual use of the accumulated funds for the specified 
purposes, or the production of a convincing reason for a change or a post- 
ponement of plans, before too much time has elapsed. Even the purchase of 
insurance on stockholders’ lives has, on rather thin authority, been urged 
as a justification for not distributing dividends.*® 


Death of an Owner 


A word should be said about income tax problems created by the death 
of the owner of a family business, although this is more properly an aspect 
of estate planning. Among the problems are the following: 


(a) After the death of a corporate officer, payments may be made to 
his widow in the nature of either some kind of death benefit, or a voluntary 
continuance of salary. Such payments are generally deductible by the cor- 
poration if reasonable in amount. The Code permits the recipients to 
exclude from their incomes an aggregate of $5,000 (for all years and all 
beneficiaries) paid under a contract, by reason of the death of an employee.5* 
The regulations emphasize that the payments must be payable solely by 
reason of death, and cannot be amounts which the decedent would have 
received if he had lived.5® The taxability of a voluntary continuance of 
salary to the decedent’s widow is at present uncertain.*® 

(b) Upon the death of a corporate stockholder, it may be necessary 
to liquidate a portion of his interest for the purpose of payment of death 


* However, a good discussion is contained in Kilcullen, Taxing Accumulation of 
Corporate Surplus Under Section 102 (Practising Law Institute). 

*Emeloid Co., Inc. v. Commissioner, 189 F.2d 230 (3d Cir. 1951); Spindell, Emeloid 
Case Reversal Upholds Business Insurance Agreements, 5 J. AM. Soc. C.L.U. 291 (1951). 

Int. Rev. Cope, § 22(b) (1) (B), added by Revenue Act of 1951, § 302. 

U.S. Treas. Reg. 118, § 39.22(b) (1)-2 (1953). 

*1.T. 3329, 1939-2 Cum. But. 153, permitting payments for a reasonable period to 
be received tax-free, was revoked by I.T. 4027, 1950-2 Cum. Butt. 9. 
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taxes. A partial liquidation of his interest might be treated as a taxable divi- 
dend.®° Section 115(g)(3) of the Internal Revenue Code, added by the 
Revenue Act of 1950, permits the redemption of stock in a corporation 
without fear of a dividend tax (1) to the extent that the amount which is 
distributed does not exceed estate and inheritance taxes (including interest) 
imposed by reason of the decedent’s death, (2) provided that the value of 
the stock in the corporation included in the decedent’s gross estate is more 
than thirty-five per cent of the value of the gross estate, and (3) provided 
that the distribution is made not later than ninety days after the expiration 
of the Statute of Limitations for the assessment of estate taxes. 

(c) Partnership agreements frequently provide that upon the death of 
a partner his estate shall continue to receive a share of the partnership’s earn- 
ings for a limited period, usually as a substitute for payment of income 
earned but not collected prior to his death. The wording of the partnership 
agreement can to some extent control whether such payments are taxable to 
the estate, and excludible from income by the surviving partners, or are not 
taxable to the estate and not excludible by the surviving partners.*4 


CONCLUSION 


One moral should be drawn from the foregoing. The owner of a family 
business frequently desires to transfer a portion of his business income to 
members of his family in order to reduce income taxes. Too frequently, 
this is his sole motive, and he is reluctant to part with control over the 
business or even control over the income transferred. He should be con- 
vinced that if a transfer is to be recognized for income tax purposes, it must 
be real. In other words, he should not be too greedy. 


See Waldo, Liquidating a Shareholder’s Interest in a Closely Held Corporation, 
28 Taxes 1162 (1950). 

See Little, Payments by a Partnership to Former Partners or Their Estates, 31 
Taxes 439 (1953); Weyher & Flom, Death and Income Taxes—The Demise of a 
Partner, 52 Cov. L. Rev. 695 (1952). 
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INCOME TAX PLANNING FOR 
PERSONAL INVESTMENTS 


BY EMORY S. NAYLOR, JR., AND THOMAS S. SLY * 


“Any one may so arrange his affairs that his taxes shall 
be as low as possible; he is not bound to choose that pat- 
tern which will best pay the Treasury; there is not even a 
patriotic duty to increase one’s taxes.” } 


TAX PLANNING FOR INVESTMENTS requires a working knowledge 
of the general scheme of federal taxation and a rather thorough under- 
standing of certain sections of the Internal Revenue Code. Some few types 
of securities are tax-exempt; however, most investments with a tax appeal 
are not inherently advantageous, but simply present an opportunity to the 
taxpayer to make use of one or more specific devices. One of these is to 
postpone (or occasionally to accelerate) the year of recognition of income 
in the hope of lower rates, off-setting losses, higher personal exemptions, 
etc. Postponement (and sometimes complete avoidance)? may, for example, 
be accomplished by investing in property which is expected to appreciate 
in value but which has little or no immediate cash return so that there is 
therefore no present realization of profit on which to impose a tax. Another 
common way in which tax may be postponed is to find an investment in 
which all or part of the current return is treated as a recovery of capital 
with profit deferred until the cost is fully recovered. 

A most important part of many tax saving devices is the preferred 
treatment given capital gains. The individual investor need pay tax at 


* EMORY S. NAYLOR, JR. J.D. 1946, Northwestern University; C.P.A. 
(Illinois); partner in the firm of McDermott, Will & Emery of Chi- 
cago. 


* THOMAS S. SLY. B.S. 1947, Millikin University; LL.B. 1951, University 
of Illinois; associated with the firm of LeForgee, Samuels & Miller of 
Decatur. 


* Helvering v. Gregory, 69 F.2d 809, 810 (2d Cir. 1934), aff'd, 293 U.S. 465 (1935). 
One of the authors’ favorite corollaries to this oft-quoted phrase is, “The awareness of 
tax consequences does not damn a taxpayer, but it wakes up the watchdog.” See Harrar, 
The Function of the Entity in Federal Income Taxation, 25 Munn. L. Rev. 189, 191, 
note 11 (1941). 

* Capital appreciation may escape taxation completely if there is no taxable sale or 
exchange. In addition, property which has appreciated in value usually takes a new basis 
equal to its fair market value on the death of its owner so that no income tax will result 
from sale by the taxpayer’s heirs or estate at a price equal to its value at the date of 


death. See Int. Rev Cope, § 113(a) (5). 
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ordinary rates on only one-half of his net long-term capital gains* or, 
alternatively, not more than twenty-five per cent of the full amount of 
gain.* Since these provisions are so frequently involved, it might be well 
to keep the requirements in mind. In order to have a transaction subject to 
taxation as a long-term capital gain, it is usually necessary that there be the 
concurrence of three conditions, namely, (a) that the property involved 
be a capital asset,® (b) that the transaction out of which the gain or loss 
arises is a sale or exchange,® and (c) that the property has been held by 
the taxpayer for six months or more.” Capital assets are defined as all prop- 
erty owned by the taxpayer with certain enumerated exceptions. These 
exceptions include property used in the trade or business, merchandise or 
other property of a type which would properly be included in inventory, 
and certain types of intangibles such as copyrights, musical, literary or 
artistic compositions, and certain short-term obligations of the United States 
issued after March 1, 1941, on a discount basis. It is obvious then, that with 
the exception of these U.S. obligations, all types of property which are 
usually considered as investments when held by an individual are capital 
assets. Ordinarily the computation of the holding period is not difficult, 
although it should be pointed out that where the property has been acquired 
in certain prescribed transactions, the holding period of the property pre- 
viously owned may be “tacked” or added to that of the property presently 
sold or exchanged.® If the property has not been held for six months but 
meets the first two requirements the sale may give rise to short-term capital 
gain or loss which, in the absence of other capital transactions, will have the 
effect of being treated as ordinary income in full or ordinary loss up to the 
amount of $1,000.° 

It should be noted that all dispositions of capital assets are not sales or 
exchanges and therefore may not be subject to capital gain or loss treatment. 
Furthermore, other provisions of the Code treat certain transactions as 
though they were sales or exchanges, even though no actual sale or exchange 
is involved.'° 

The type of an individual’s investments and the importance of tax 
planning in connection therewith will usually vary with the size of the 


*Int. Rev. Cone, § 117(b). 

“Id. § 117(c) (2); for years beginning after October 31, 1950, and before November 
1, 1953, the rate was 26%. 

5 Int. Rev. Cope, § 117(a) (1). 

*Id. § 117(a) (4). 

" [bid. 

®Id. § 117(h). 

°Id. § 117(d) (2). 

For instance, the payment of a debt by the debtor is not a sale or exchange. 
However, Section 117(f) of the Code has partially modified this rule. For examples of 
cases where no sale is involved, see Int. Rev. Cope, §§ 23(k) (2), 23(k) (4), 115(c), 
117(j) and 117(k). 
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individual’s income. There is set out below certain investments which offer 
tax advantages to the average individual as well as those whose appeal is 
limited to persons in the higher income tax brackets. 


LIFE INSURANCE 


Life insurance is one of the most common investments offering tax ad- 
vantages. In the usual case, where the insured has paid the premiums on 
insurance on his own life with members of his family named as beneficiaries, 
the proceeds paid by reason of his death, even though substantially in excess 
of the premiums paid, are not subject to income tax to the deceased, his 
estate or his beneficiaries.‘1 Similarly, no deduction is allowed for the pre- 
miums paid for such insurance.” 

A further income tax advantage is that no part of the death benefits 
constitute taxable income even though they are paid in installments pursuant 
to an election made either by the insured or by his beneficiary.4 It may 
therefore be advantageous to make an election to take installment payments 
which in the aggregate exceed the face amount of the policy rather than to 
take a lump sum payment and invest this so as to produce taxable income. 
On the other hand, if the proceeds of the policy are held by the company 
under an agreement to pay interest as such, the interest is taxable.'* 

Payments received on account of life insurance other than by reason 
of the death of the insured may be subject to tax. Thus, if a policy is sur- 
rendered to the company, any excess of cash received over the premiums paid 
is subject to tax at ordinary rates,!® but any loss is not deductible, being con- 
sidered to be attributable to the insurance protection afforded during the life 
of the policy and thus a non-deductible personal expenditure.® Similarly, 
payments received under endowment and annuity policies are not excluded 
from taxable income since not paid solely by reason of the death of the 
insured. The excess of the maturity value over the premiums paid is there- 
fore entirely taxable to the insured in the year of maturity.’7 This is true 
even though he elects on the maturity date to leave the proceeds on deposit 
with the company or to have the proceeds paid him in installments under 


“Int. Rev. Cope, § 22(b) (1) (A). Such proceeds are also not subject to the Illinois 
Inheritance Tax if paid to a named individual beneficiary (See Manual of the Attorney 
General, 23 [1952]), but are includible in the gross estate for federal estate tax purposes 
under the provisions of Section 811(g) of the Code. 

* U.S. Treas. Reg. 118, § 39.24(a)-1 (1953). 

* G.C.M. 23523, 1943 Cum. Butt. 91. It should be noted that the Ways and Means 
Committee has tentatively proposed that in the future this treatment should be limited 
to the first $50,000 of insurance. 

“Int. Rev. Cope, § 22(b) (1). 

*ULS. Treas. Reg. 118, § 39.22(b) (2)-1 (1953). 

*1.T. 1944, IlIl-1 Cum. Butt. 145. 

Int. Rev. Cope, § 22(b) (2) (A). 
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one of the options granted in the policy.’® If, however, this election is exer- 
cised irrevocably prior to maturity so that the insured’s sole right is to take 
a fixed number of installments, then no income is realized at maturity, since 
the funds are not constructively available at that time. In this case, the first 
proceeds are treated as a return of capital and after the insured’s investment 
is all recovered the remaining payments are treated in their entirety as in- 
come when received.!® Even in this latter case, however, caution should 
be exercised since, if instead of a fixed number of installments, the payments 
are for a period of one or more lives, the payments may fall within the 
annuity provisions of the Code, resulting in no income at the date of ma- 
turity but subjecting a portion of each annuity payment equal to three 
per cent of the annuitant’s cost to ordinary tax rates.?° 

Where an insurance policy is “sold” by its owner to a third party for 
a valuable consideration rather than being “surrendered” to the insurance 
company the gain is subject to capital gain treatment.”! On the death of the 
insured the transferee, if he still owns the policy, will receive ordinary in- 
come to the extent the proceeds exceed his cost since the life insurance 
exemption is inapplicable in this situation.?? 

Life insurance proposals are frequently made in connection with de- 
ferred or additional compensation plans,” and in connection with buy-sell 
agreements. In addition to non-tax considerations, there are also a number 
of serious tax problems involved in such proposals. While such problems 
are beyond the scope of this article it might be well to point out that some 
such plans executed now may produce tax problems for a number of years 
in the future. 


HOME OWNERSHIP 


Home ownership has a definite tax advantage as compared to rental 


® TT. 3963, 1949-2 Cum. BuL. 36. 

* U.S. Treas. Reg. 118, § 39.22(b) (2)-1 (1953). 

Int. Rev. Cope, § 22(b) (2) (A). When the aggregate of portions of each payment 
not subject to tax exceeds the cost, further payments are fully taxable. The Ways and 
Means Committee has tentatively proposed that the 3% rule be dropped and a life 
expectancy calculation be substituted. 

* Jules J. Reingold, PPH BTA Memo Doc. § 41,319; CCH Dec. 11,868-B (June 20, 
1941). In the cited case the gain was held to be capital gain even though the policy was 
matured and the purchaser received from the insurance company the funds to make the 
purchase. 

*U.S. Treas. Reg. 118, § 39.22(b)(2)-3 (1953). The regulation refers only to a 
transferee other than the insured. If the transfer is tax free, death benefits will be ex- 
cluded from income, regardless of the identity of the transferee. 

** Premium payments by an employer under a group-term plan (where the policies 
have no surrender value) are deductible by the employer and do not constitute income 
to the employee. U.S. Treas. Reg. 118, § 39.22(a)-3 (1953). In some other cases, how- 
ever, the employee may be held to have constructively received taxable income on 
account of the premium payments. If the employer is the beneficiary, the premium 
payments are not deductible. Int. Rev. Cope, § 24(a) (4). 
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occupancy. A substantial portion of the cost of occupancy of any residence 
is attributable either directly or indirectly to property taxes and to interest 
on the funds invested. Rent paid for use of a personal residence, which of 
course includes payment for these elements of cost, is not deductible by 
the tenant on his tax return.2* However, if the interest and taxes are paid 
directly by the taxpayer-home owner, as his own obligations, they are fully 
deductible if he itemizes his deductions.?> A similar allowance is made for 
tenant-stockholders who own their own apartments through cooperative 
building corporations.”® 


DEFERRED COMPENSATION ARRANGEMENTS 


Employee pension and profit sharing plans have come to be an im- 
portant part of the scheme of compensating industrial employees. Apart 
from the social benefits of such plans, there are substantial tax benefits to 
the participants, since the employees are able, in effect, to defer a portion 
of their earnings until a period subsequent to their retirement, at which 
time they will presumably be in lower tax brackets. Provisions of the law 
relative to qualified employees’ trusts are complicated 27 and the problems 
involved are beyond the realm of personal tax planning by the employee 
except as to elections relating to methods of distribution and the decision as 
to participation in a contributory plan. 

A subject that has received considerable attention in recent years by 
higher salaried personnel is the problem of individual deferred compensation 
arrangements which are not within the scope of the formal employees’ 
pension and profit sharing plans. In general, the purpose of all such arrange- 
ments, just as with the qualified plans, is to reduce the compensation which 
would otherwise be currently paid and subject to the top applicable tax 
rate, and to provide some sort of agreement in lieu thereof to pay benefits 
at a later date. During such subsequent periods the employee is frequently 
required to render advisory services, refrain from competition, etc. Although 
each such non-qualified arrangement requires careful scrutiny on the part 
of the advisor, it is generally true that if the employer receives a current 
tax deduction the employee is in receipt of current income, and conversely 
that if the employee is able to effectively postpone his income until a later 
date the company will not receive a current deduction.”® It should also be 
pointed out that as the agreement to pay retirement benefits is made more 
absolute and unconditional, the chances of effectively postponing taxation 
of such amounts becomes less. 


* Int. Rev. Cope, § 24(a) (1). 
* Id. §§ 23(b) and 23(c). 

6 Td. § 23(z). 

** Id. §§ 23(p) and 165. 

*8 Id. § 23(p) (1) (d). 
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Another frequently used device to hold key personnel has been the use 
of restricted stock options as provided for by Section 130A of the Code. 
The purpose of employee stock options is to increase efficiency. This is 
done by encouraging investments in the employer's stock and giving key 
employees a chance to receive a capital gain in the event of an increase in 
the market price of the stock without all of the usual attendant risks. Sec- 
tion 130A by its terms confines the preferred tax treatment therein granted 
to options providing for a price of not less than eighty-five per cent of the 
value of the stock at the date the option is issued. In addition, the employee 
must not own more than ten per cent of the stock of the company and the 
option must be exercisable only during the term of his employment, or 
within three months thereafter. If an option meets these and the other re- 
quirements set out in this section of the Code, no income will result to the 
employee from the exercise of the option even though the value of the 
stock is then greatly in excess of the option price.2® Furthermore, if the 
stock is held for six months the difference between the amount realized on 
subsequent sale and the option price is taxed as capital gain unless the option 
price was between eighty-five per cent and ninety-five per cent of the value 
of the stock at the date the option was granted, in which case a portion of 
the gain equal to the difference between the option price and the market 
value at the date the option was issued will be treated as ordinary income 
and not as capital gain. In this case the balance of the profit will be treated 
as capital gain. 

A major objective of deferred compensation, stock option, and retire- 
ment plans is to improve the tax position of the employee. Such plans also 
have serious non-tax effects. Not the least of these is that such plans may 
make advancement by changing jobs economically undesirable to the em- 
ployee, thereby creating dissatisfaction and inefficiency. Properly con- 
ceived plans must also take these non-tax factors into account. 


REAL ESTATE 


Many well-to-do individuals have been investing substantial sums in 
real estate, motivated at least in part by the supposed tax advantages resulting 
from such investments.®° Some investors claim that the value of productive 


** Some of the cases prior to the adoption of Section 130A treated the exercise of 
stock options as “bargain purchases” resulting in additional compensation measured by 
the difference between the option price and market value. Cf. Commissioner v. John 
H. Smith, 324 U.S. 177, 65 Sup. Ct. 591 (1945); LT. 3795, 1946-1 Cum. Buti. 15. This 
rule might still be applied to options not meeting the requirements of Section 130A. 

*°In addition to the prime advantages discussed in the text, there are also many 
other advantages which may appeal to special classes of taxpayers. For example, Sec- 
tion 811 of the Code provides that real estate situated outside the United States is not 
subject to federal estate tax and such investments have, therefore, been favored by 
some taxpayers. Income from foreign real estate may, however, be subject to both 
foreign and U.S. income taxes which makes it imperative that the probable extent of 
the credit against U.S. income tax for foreign taxes paid be determined in advance. See 
Int. Rev. Cope, § 131. 
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real estate can be allowed to increase at the expense of what might other- 
wise be current ordinary income resulting in an ultimate conversion of ordi- 
nary income into capital gain. This may be true to some extent, since ex- 
penditures which are properly claimed as currently deductible do, in some 
cases, also add to the permanent value of the property. Such expenditures 
may relate to repairs,*! soil improvement programs, etc. 

Timber farming appears to be a good example of an investment which 
results in current deductions with ultimate gain postponed to the future. 
Much of the cost of carrying an investment in timber is currently deductible 
from income from other sources. Furthermore, it is not necessary that the 
property be completely disposed of in order to realize capital gains since 
Section 117(k)(1) permits the owner of timber land to elect to treat the 
cutting of timber as a sale or exchange, and therefore subject to the capital 
gains provisions. 

In recent years, high bracket taxpayers, particularly professional men, 
have purchased farm property with a view to the development of the farm 
as an income-producing unit as well as a personal residence. Deductions 
for expenditures in connection with such farms are receiving increasingly 
close scrutiny, particularly where the farm has been operated at a loss for 
several successive years. Where the taxpayer is living in a farm residence 
but has most of his income from non-farm sources, he should be extremely 
careful to allocate expenditures between the personal residence and the 
business operation of the farm. Where a farm is used for hobby or pleasure 
purposes, and particularly where the improvements are disproportionate to 
the extent of the farm operation, losses may be disallowed.32 However, 
even here there may be a certain tax advantage, since income from a farm 
operated for pleasure need not be reported where there is a net loss which 
is not allowed as a tax deduction.** In other words, a farm can be operated 
at or near the break-even point and still afford the taxpayer the recreational 
facilities which he desires with substantial tax advantages. 

The Technical Changes Act of 1953 added Section 124B to the Internal 
Revenue Code to encourage the construction of additional grain storage 
facilities. It permits the cost thereof to be written off over a five-year period, 


*U.S. Treas. Reg. 118, § 39.23(a)-4 (1953) provides: “The cost of incidental 
repairs which neither materially add to the value of the property nor appreciably pro- 
long its life, but keep it in an ordinarily efficient operating condition, may be deducted 
as expense. ... Repairs in the nature of replacements, to the extent that they arrest 
deterioration and appreciably prolong the life of the property, should be charged 
against the depreciation reserve if such account is kept.” (Underscoring added.) 
Whether to deduct or capitalize a particular expenditure is, many times, at best, a 
difficult problem. 

* Whether net losses from farm operations may be deducted from other income 
depends on whether the farm operation is a bona fide business venture. If the proper 
subjective intent can be shown, it is apparently immaterial that the taxpayer has also 
derived personal satisfaction from the operation. Norton L. Smith, 9 T.C. 1150 (1947). 


*= U.S. Treas. Reg. 118, § 39.23(a)-11 (1953). 








522 INCOME TAX PLANNING [VoL. 1953 


rather than over the useful life of the improvement with the result that 
current income is reduced. Generally, any gains on the disposition of 
property which has been the subject of amortization deductions in years 
subsequent to 1949 are held to be ordinary income to the extent that the 
amortization has exceeded normal depreciation. This would not seem to 
be true in the case of gains on property covered by Section 124B.%® 

Another form of real estate investment, generally confined to medium 
or larger size cities, involves the long-term lease of land for commercial pur- 
poses. The owner of a valuable commercial site may lease it for a period of 
years with a provision that the lessee erect improvements, pay all of the taxes, 
insurance, and other expenses during the period of occupancy and pay a 
net rent to the lessor. On termination of the lease, the improvements become 
the absolute property of the lessor. The lessee is allowed to amortize the 
cost of the improvements over the term of the lease,8* which usually results 
in a deduction much larger than ordinary depreciation. If the improvements 
are not turned over in lieu of rent, the lessor realizes no income from acqui- 
sition of the leasehold improvements,®* even though he becomes the owner 
of valuable property which may be leased at a substantial rental or sold at 
capital gains rates. This type of arrangement is particularly attractive to 
high tax bracket lessors and to lessee retailers, such as food chains, which 
want a predictible occupancy charge without being tied to a particular 
location for a long period of time. 


SECURITIES 
Bonds 


One of the most common forms of investment is a marketable security, 
the income from which is usually fully taxable to the individual investor.®* 
There are, however, certain securities which have a preferred tax position. 
The best known of these is undoubtedly municipal bonds. These include 
not only city, town and village bonds, but also the obligations of states and 
various other state and local commissions and districts. Section 22(b) (4) 
of the Internal Revenue Code provides that the interest income from 
securities of this type is wholly exempt from federal income taxes. The 
marked advantage of such a security can be easily seen when it is realized 
that an individual in the top surtax bracket would have to receive dividend 
or interest income of thirty-one and twenty-five hundredths per cent on 
his investment in order to have the same net-after-tax yield that is obtained 


“Int. Rev. Cope, § 117(g) (3). 

* Section 117(g) (3) refers specifically to the amortization of emergency facilities 
provided by Section 124A, whereas the grain storage provision is found in Section 124B. 

% TD. 4957, 1939-2 Cum. BuL-. 87. 

Int. Rev. Cope, § 22(b) (11). 

* Id. § 22(a). 
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from a two and one-half per cent tax-free municipal bond. Due to the high 
risk that is usually present in taxable securities with a high yield, it is not 
surprising that many investors, particularly those in the high income tax 
brackets, have favored municipal bonds. 

The interest on some obligations issued or guaranteed by the United 
States Government and its wholly-owned corporations are also wholly 
exempt from income tax either in limited or unlimited amounts and these 
securities thus have the same attributes as municipal bonds.*® Certain other 
government securities are partially tax-exempt,*° with the result that the 
recipient does not have to pay normal tax on the interest income even though 
such income is subject to full surtax rates. Care should be taken in the 
selection of such securities, however, since most of the obligations of the 
United States which are now outstanding offer no tax exemption. 

There is a different type of tax advantage in ownership of taxable 
U.S. Savings Bonds, since these are issued on a discount basis and interest 
is paid only at maturity. Thus, while a taxpayer on an accrual method of 
tax accounting must report as income in each year the increase in value as 
shown on the redemption table printed on the bond,*! the cash basis owner 
of a savings bond need report no income until he receives his proceeds on 
redemption.*? The profit on redemption is probably ordinary income and 
not capital gain.#2 In 1951, Congress provided that such bonds might be 
retained for a second ten-year period. Taxpayers are thereby enabled to 
further postpone tax recognition of all such savings bond interest until 
later years,#* when they expect to be in lower brackets because of retire- 
ment, etc. 

Gain or loss on the sale or exchange of tax-free bonds is not exempt 
but will be recognized for tax purposes.*® In order to prevent a taxpayer 
from receiving non-taxable interest and then claiming a deductible loss on 
disposition, all premiums paid for tax-exempt bonds must be amortized.*® 
For instance, if a bond paying three per cent is purchased five years before 


* The exemption must be found in the act authorizing the issue of the security. 
Most of the presently outstanding exempt securities that are direct obligations of the 
United States were issued prior to March 1, 1941. 

“US. Treas. Reg. 118, § 39.22(b) (4)-4 (1953). 

* Mim. 6327, 1948-2 Cum. Butt. 12. 

“© Cf. Int. Rev. Cope, § 42(d). Note, however, Section 42(b) which gives the tax- 
payer an election to report such income currently. 

* 31 U.S.C.A. § 757(c), which authorizes such bonds, characterizes the gain on 
redemption as interest. A good theoretical argument might be made for capital gain 
treatment. Cf. Commissioner v. Caulkins, 144 F.2d 482 (6th Cir. 1944) and legislative 
and background history of Section 757(c). Also see Rev. Rul. 119, in § CCH 1953 Fen. 
Tax Rep. 6250. 

“TD. 885, § 329.8, 1951-2 Cum. Butt. 32. 

* Willcuts v. Bunn, 282 U.S. 216, 51 Sup. Ct. 125 (1931). 

“Int. Rev. Cope, § 125. An election to treat taxable and partially tax-exempt bonds 
in a similar fashion is also provided by this section of the Code. 
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maturity at $105, one dollar of the interest received each year is treated 
as a recovery of purchase price and a reduction in the remaining cost basis. 
If the bond is held five years and redeemed at 100, there is no gain or loss 
on redemption since the $5 premium has been fully amortized. If, how- 
ever, the bond were held for only two years and then sold at 102 there would 
be a deductible loss of one dollar since the amortized cost at that time 
would be $103. 

Tax planning is also important in connection with regular taxable 
bonds, the interest from which is fully taxable. For example, if the investor 
purchases a four per cent bond due in twenty years at par he will have a 
net yield to maturity of four per cent and ordinary taxable income during 
each year of four per cent of his net investment. If, on the other hand, the 
investor were to buy three per cent bonds due in twenty years for eighty- 
six and thirty-two hundredths per cent of par he would also have a net yield 
to maturity of four per cent but his current ordinary taxable income would 
be measured only by the interest currently receivable and would thus be 
limited to three and four hundred seventy-five thousandths per cent on the 
original net investment. The difference, of course, is that on the three per 
cent bonds the investor will at maturity receive an extra $13.68 per $100 
bond over and above his cost, thus raising the overall net yield to four per 
cent. The difference in treatment offers a tax advantage to the alert in- 
vestor in that bonds which are selling at a discount allow part of the income 
to be deferred. Furthermore, in most cases this deferred income is taxable 
at capital gain rates, either on the sale of the securities under Section 117 (a) 
or on maturity under the provisions of Section 117 (f).47 Tax-free bonds 
purchased at a discount may have a disadvantage in that the part of the 
net yield that is attributable to the discount feature results in a taxable capital 
gain unless this is attributable to the original issuance of such security at a 
discount.*® 

Another exception to the general rule that bond interest is fully taxable 
is found in the case of bonds purchased while in default. In this case all 
payments received on account of interest applicable to periods prior to the 
taxpayer’s purchase of the securities are treated as a return of capital and 
thus a reduction in the basis of the securities. To the extent that the holder 
of a defaulted bond receives payments of interest applicable to periods prior 
to his purchase which in the aggregate exceed his cost, the excess is treated 
as a capital gain whether or not there is an accompanying sale or redemp- 
tion.©° This same rule also applies in the case of defaulted municipal bonds 


“For an extreme case, see Commissioner v. Caulkins, 144 F.2d 482 (6th Cir. 1944), 
where all of the profit on non-interest bearing obligations issued on a discount basis was 
treated as capital gain. 

* G.C.M. 10452, 1932-1 Cum. Butt. 18. 

“ Adrian & James, Inc., 4 T.C. 708 (1945). 

"Cf. Edith K. Timken, 6 T.C. 483 (1946). 
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with the result that the gain or loss on subsequent disposition is adversely 
affected without any corresponding advantage when the defaulted payments 
are received.®! 


Stocks 


Dividends from most common and preferred stocks are taxable in full 
to the individual investor as ordinary income. However, certain selected 
stocks are in an advantageous tax position where part or all of their current 
dividends are non-taxable to the recipients. This is due to the provisions 
of Section 115(a) of the Internal Revenue Code, which defines a dividend 
as a distribution out of either accumulated or current earnings and profits. 
Thus, if a company has had large losses in the past so as not to have any 
accumulated earnings and profits, but still has cash available for distribution, 
such cash may be distributed and the taxable income resulting from such 
distribution is limited to the taxpayer’s pro rata share of the current earnings 
of the company. Many investment houses publish studies listing common 
stocks in this position. To the extent that an investor receives non-taxable 
dividends on any of these common stocks, they have the effect of reducing 
the tax basis of his investment.®? To the extent that he has received a com- 
plete return of his cost, the excess is treated as a capital gain.% 

Many well-to-do individuals have placed considerable emphasis on what 
are commonly known as “growth” stocks. These are stocks that appear to 
have better than average chances of appreciation over a long period. They 
frequently have a relatively low current yield but as a class they offer the 
tax advantage of capital gain treatment on any resulting appreciation. Other 
stocks which have received considerable following, partially as a result of 
tax considerations, are those that have frequent non-taxable stock dividends.** 
In such case the individual shareholder may either sell or retain the dividend 
shares. In the event they are sold, the holder is entitled to capital gain on 
his net profit. Under the provisions of Section 113(a)(19) of the Internal 
Revenue Code his cost for these dividend shares is an aliquot part of the basis 
of his old shares and under Section 117(h) of the Code the holding period 
of the new shares is determined by the holding period of the old shares. 

One of the very common transactions that is all too often incorrectly 
handled is the treatment of stock rights. In no event does the actual issu- 
ance of stock rights give rise to taxable income.®* If the rights are taxable,® 
the resulting income is taxable as ordinary income at the time they are sold 


* Clyde C. Pierce Corporation v. Commissioner, 120 F.2d 206 (5th Cir. 1941). 
Int. Rev. Cope, § 115(d). 
53 Tbid, 
“Id. § 115(f). 
* Palmer v. Commissioner, 302 U.S. 63, 58 Sup. Ct. 67 (1937). 
, °° Stock rights, like stock dividends, are not considered to be constitutionally taxable 
in many cases. 
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or exercised,®” whereas if the stock rights are non-taxable the cost of the 
taxpayer’s stock is allocated between the stock and the rights and the holding 
period is that of the stock on which they were issued.5® Where rights are 
allowed to expire there is no deductible loss or adjustment to basis except 
in the case of a purchaser of the rights.5° 

The use of “Mutual Funds” has increased considerably during recent 
years. Due to the comparatively high loading charges they have been used 
primarily by small investors. They do have definite advantages, however, 
in that they allow an investor to obtain diversification and experienced 
management within the stated purposes of the particular fund. To the 
extent that these companies receive capital gains they are allowed to dis- 
tribute them to their respective shareholders as capital gain dividends, 
rather than as an ordinary dividend subject to full normal and surtaxes. In 
this respect a regulated investment company has many of the tax attributes 
of a partnership without the disadvantages thereof.®° 


MINERAL INTERESTS 


Many individuals, particularly those in the high tax brackets have 
found it advantageous to participate in various mineral ventures due to the 
tax advantages which have been intentionally written into the law in order 
to encourage this type of investment. Some of these advantages will be 
discussed below. 


Oil and Gas 


Probably the greatest tax advantages have been given to the owners 
of oil and gas interests. To the extent that an individual purchases a farm, 
a tract of real estate, a building or any other asset having a long-term life, 
he is required to capitalize the entire cost and to write off the depreciable 
part of his investment over the useful life of the assets acquired. Where, 
however, an individual drills an oil or gas well the cost of drilling may be 
deductible in full regardless of whether the well is a productive one.*! This 
advantage alone has led many high-tax bracket investors to ignore the usual 
principals of diversification and to invest a large portion of their available 
resources in oil and gas ventures. 


“If a stockholder exercises taxable rights, the excess of the fair market value of 
the stock acquired over the subscription price thereof may be taxable as ordinary income. 
Choate v. Commissioner, 129 F.2d 684 (2d Cir. 1942); G.C.M. 25063, 1947-1 Cum. 
Butt. 45. 

U.S. Treas. Reg. 118, § 39.22(a)-8 and Int. Rev. Cope, § 117(h) (5). 

° G.C.M. 25063, 1947-1 Cum. But. 45. 

© This special treatment is based on the “Regulated Investment Company” provi- 
sions of Sections 361 and 362 of the Code. 

* U.S. Treas. Reg. 118, § 39.23(m)-16(a) (1). 
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The deduction for “intangible drilling and development costs” is set 
out in the regulations as follows: *® 


“. . . All expenditures made by an operator for wages, fuel, repairs, 
hauling, supplies, etc., incident to and necessary for the drilling of wells 
and the preparation of wells for the production of oil or gas, may, at 
the option of the operator, be deducted from gross income as an expense 
or charged to capital account. Such expenditures have for conveni- 
ence been termed intangible drilling and development costs. They in- 
clude the cost to operators of any drilling or development work (ex- 
cluding amounts payable only out of production or the gross proceeds 
from production, and amounts properly allocable to cost of depreciable 
property) done for them by contractors under any form of contract, 
including turnkey contracts. . . .” 


The tremendous advantage of an election of this type which allows an 
investor to offset his intangible drilling deductions against his income from 
other sources is obvious. It should be noted that this election does not cover 
tangible items of equipment such as tanks, tubing, casing, etc.® 

Due to the large cost and the great risks involved in oil development, 
very few individuals are in a position to finance the complete development 
of a well and in the event that many participants are involved extreme 
caution should be taken since the regulations also go on to provide that: 


“... where any drilling or development project is undertaken for the 
grant or assignment of a fraction of the operating rights, only that part 
of the costs thereof which is attributable to such fractional interest is 
within this option. . . . costs of the project undertaken, including de- 
preciable equipment furnished, to the extent allocable to fractions of the 
operating rights held by others, must be capitalized as the depletable 
capital cost of the fractional interest thus acquired.” 


Thus, if an individual acquires an undivided one-eighth of the net working 
interest in a well and in consideration therefor he agrees to pay one-sixth 
of the cost of drilling the first well and such drilling amounts in the aggre- 
gate to $12,000, his one-sixth share would be $2,000. Pursuant to the regu- 
lations, however, only $1,500 would be deductible, and the other $500 
must be capitalized “‘as the depletable capital cost of the fractional interest 
thus acquired.” Many oil promoters have overlooked this limitation and 
have represented that all of the amounts spent for drilling are deductible, 
much to the ultimate sorrow of certain of their participants who had counted 
on the deduction of the full amount of their payments. 


@ Ibid. 

* US. Treas. Reg. 118, § 39.23(m)-16(c) (1) provides: “The option does not apply 
to any expenditure for wages, fuel, repairs, hauling, supplies, etc., in connection with 
equipment, facilities, or structures, not incident to or necessary for the drilling of wells, 
such as structures for storing or treating oil or gas. These are capital items and are 
returnable through depreciation.” 
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It is possible to minimize the limitation on the deductibility of in- 
tangible drilling and development costs in many cases.** One of the most 
common ways is to give the promotor an overriding royalty interest instead 
of a partial or completely free ride. This gives him an interest in the prop- 
erty, but leaves all of the working interest available for those who are paying 
for the drilling so that there will, therefore, be no disproportion, and hence 
no disallowance. There are also many other alternative possibilities. This 
whole problem is, however, an involved one and must, of necessity, be left 
to more specialized articles. 

Another much-quoted, but again greatly misunderstood provision 
relating to oil and gas development is that dealing with depletion. In gen- 
eral, a taxpayer is entitled to either cost or percentage depletion, whichever 
is larger in the given year.® No election is necessary in this connection. 

The concept of cost depletion ®* is quite simple, although in practice 
it is frequently difficult to determine. The total cost of the property is first 
divided by the estimated number of units of recoverable product, and the 
resultant is the “cost” per unit of product produced or sold. This cost per 
unit, multiplied by the number of units produced or sold during the 
period, gives the amount of cost depletion. For example, assume a particular 
oil and gas property costing $50,000 has an estimated ultimate recovery of 
100,000 barrels. In this case the cost depletion would be $.50 a barrel. If 
the total production during a given year was 12,000 barrels, the cost deple- 
tion would therefore amount to $6,000 for the period. 

Percentage depletion on the other hand is strictly a statutory concept, 
and has no necessary relation to reserves. Originally, this concept was intro- 
duced due to the difficulty of accurately estimating recoverable reserves.®* 
Since that time it has been a political issue. Section 114(b)(3) of the Code 
provides that the percentage depletion attributable to a property shall be 
the Jesser of: 


(a) 27% per centum of the taxpayer’s gross income from the property; 
or 

(b) 50 per centum of the taxpayer’s net income from the property 
prior to the allowance of depletion. 


Thus, in the example referred to above, if there was a one-eighth royalty 
interest held by the land owner, so that the taxpayer received only seven- 
eighths of the 12,000 barrels of oil produced, or 10,500 barrels, all of which 
were sold for $3.02 per barrel, then his gross income from the property 


“See discussion in Naylor, Tax Problems of Oil and Gas Ventures, 29 Taxes 997, 
1000 (1951). 

© Int. Rev. Cope, § 114(b) (3). 

U.S. Treas. Reg. 118, § 39.23(m)-2. 

"See Seale, Problems of Depletion in Oil and Gas Leases, 351 (Second Annual 
Institute on Oil and Gas Law and Taxation, 1951); Baker, The Nature of Depletable 
Income, 7 Tax Law Rev. 267 (1952). 
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would be $31,710. Assuming operating expenses of $11,710, his depletion 
would have been $8,720, computed as follows: 


Gross Income $31,710 at 274% = §$ 8,720 
Operating Expense 11,710 — 


Net Income before 
Depletion $20,000 at 50% = $10,000 


Had the operating expense instead been $21,710, so that the net income 
before depletion would have been $10,000, then the percentage depletion 
would be $5,000. Since this sum is less than the cost depletion of $6,000, the 
allowable depletion would be $6,000 for the period. 

The interrelation of the intangible drilling and development deduction 
and the percentage depletion deduction is important and can have a big 
effect on the planning of a drilling program. This arises from the fact that 
the intangible drilling and development deduction is itself a factor in com- 
puting the net income which is subject to the fifty per cent depletion lim- 
itation.*® This may completely destroy the possibility of any percentage 
depletion in any year in which drilling is done on the property. Therefore, 
it is frequently advantageous, from a tax standpoint, to consolidate as much 
of the drilling as possible in a single year, in order to minimize this depletion 
loss. On the other hand, if the income from the property is sufficiently 
large so that limited drilling can be undertaken without reducing the allow- 
able percentage depletion, it may be advantageous to spread the develop- 
ment program out over a longer period so as not to lose the depletion 
benefits in any year. In practice each property must be considered sepa- 
rately, and advance planning is of the utmost importance in obtaining the 
maximum tax benefits. 


Other Minerals and Natural Deposits 


Section 114(a)(4) of the Internal Revenue Code extends the allow- 
ance of percentage depletion to many mineral and other natural deposits, 
including such diverse items as coal, sand, gravel, oyster shells, certain types 
of clay, metal mines, etc. The rates vary from five to fifteen per cent of the 
gross income from the property, and, in addition, there is an overall limita- 
tion of fifty per cent of the taxpayer’s net income from the property prior 
to the allowance for depletion. The tax problems in connection with opera- 
tions of this sort are similar to those in the case of oil and gas wells. There 
are also a number of additional considerations, however, such as the deter- 
mination of what constitutes mining, the treatment of transportation from 
point of extraction to plants or mills for purpose of computing the gross 


*See U.S. Treas. Reg. 118, § 39.23(m)-1(g). Also see G.C.M. 22956, 1941-2 Cum. 
Butt. 103. 














530 INCOME TAX PLANNING 


income of the property, etc.®® Many of these are in an unsettled state, and 
will continue to be the source of litigation. 

Exploration and development expenditures in connection with mining 
enterprises are also deductible at the option of the taxpayer within pre- 
scribed limits,” or at the taxpayer’s election, these expenditures may be 
capitalized and treated as a deferred expense, and deducted on a ratable basis 
as the “units of produced ores or minerals benefited by such expenditures 
are sold.” This optional treatment of exploration and development expendi- 
tures was first provided for taxable years ending after December 31, 1950, 
and thus there has as yet been comparatively little in the line of authoritative 
interpretations. Unfortunately, these provisions are also subject to certain 
questions and ambiguities which are the source of considerable trouble in a 
practicable application.” 


CONCLUSION 


While it is beyond the scope of this article to consider the question of 
taxes on corporations, it should be pointed out that many of the rules 
referred to above are not applicable to corporate taxpayers. It probably 
should also be noted that to the extent that an individual should desire to 
place his various investments in a corporation in order to avoid high indi- 
vidual surtaxes, he may run into a personal holding company problem,” 
which would require the company to distribute all its earnings, or pay, in 
addition to the regular corporate tax, a further penalty tax at rates up to 
eighty-five per cent on its undistributed earnings. Even if such a corpora- 
tion does not come within the definition of a personal holding company, 
it may run into difficulties under Section 102 of the Internal Revenue Code 
relating to the unreasonable accumulation of earnings. 

It has been the purpose of this article to discuss some of the more 
common investments having a tax appeal. No mention has been made of 
those phases of tax planning which have received wide publicity, such as 
the timing of security transactions, nor of problems of limited occurrence 
as, for example, the multitude of questions inherent in some applications of 
the foreign tax credit to dividends from a foreign source. 


® See Ways and Means Committee Hearings of August 14, 1953 on Revision of the 
Internal Revenue Code. 

Int. Rev. Cope, § 23(cc) and 23(ff). 

™ See Randall, Changes in 1951 Revenue Act Permitting Deduction of Mine De- 
velopment and Exploration Costs, 94 J. AccouUNTANCY 325 (1952). 

™@See Int. Rev. Cope, § 501. See also, Johnson, Income Tax Planning for the 
Family Business, supra p. 497. 























INCOME TAX PLANNING 
THROUGH TRUSTS 


BY VANCE N. KIRBY * 


THERE IS PERHAPS no tool in the income tax planner’s kit more useful 
in a variety of circumstances than the trust; yet at the same time, there is 
no more dangerous instrument in the hands of the unskilled practitioner. It 
can truly be likened to the bench saw of a wood-worker; the saw can make 
many objects quickly and accurately, when properly used. But when used 
without adequate knowledge of its potentialities, or without extreme care, 
irreparable damage can result not only to the project under construction but 
also to the operator. There are numerous examples in the reports of the 
trust device being unskillfully used to the detriment of practically all con- 
cerned, except possibly the Commissioner of Internal Revenue. 

The true objective of the trust device is to so use it that, to paraphrase 
Mr. Justice Douglas in the famous Clifford case,! the grantor should feel 
himself the richer after the trust has been executed. In other words, through 
the proper use of the trust, the grantor ought to find himself and his family 
in a much better economic position through the resulting income tax sav- 
ings, the greater protection and improved management, and the wise dis- 
tribution among the members of the family, according to their abilities and 
needs, of the family funds. As a generalization, the tax saving comes from 
the increase in the number of taxable entities among which the family in- 
come is to be spread. The greater protection comes from the fact that the 
trust generally constitutes an insulating device from the risks and hazards 
of the family business. The improved management of the family accumu- 
lations can be obtained through the use of professional or corporate trustees 
to invest, reinvest and otherwise administer the trust fund. And finally, a 
number of methods of distribution to the members of the family are avail- 
able through trusts to meet the support and income needs of each distributee 
and the ability (or lack thereof) of such member to handle finances. This 
article will be restricted to the income tax aspects of the wide variety of 
trusts which have been developed over the years to achieve the purposes of 
the family group. 


* VANCE N. KIRBY. A.B. 1934, Dartmouth College; LL.B. 1937, Harvard 
University; Tax Legislative Counsel for the United States Treasury 
Department, 1948-1953; partner in the firm of Ross > O'Keefe of Chi- 
cago. 


* Mr. Justice Douglas’ words were: “It is hard to imagine that respondent felt him- 
self the poorer after this trust had been executed or, if he did, that it had any rational 
foundation in fact.” Helvering v. Clifford, 309 U.S. 331, 336, 60 Sup. Ct. 554, 557 (1940). 
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REVOCABLE TRUSTS 


An appropriate starting point is the revocable trust, the most flexible 
of all types of trusts. In its simple and most obvious form, the grantor retains 
in himself the power to revoke the trust and take the corpus for his own 
use at any time. However, this highest degree of flexibility for the grantor 
to meet the changing needs of his family from time to time brings with it 
no tax benefits whatsoever. Ever since 1924, the income tax statute has con- 
tained a specific provision taxing to the grantor the income of a trust over 
which he has retained the power to revest in himself the corpus.? This 
same statutory rule applies also to all powers of revocation, whether held 
by the grantor jointly with a person who has no substantial adverse interest 
in the disposition of the trust income or corpus, or held solely by such a 
person. Of course, the fact that the income is payable, or has been paid, 
to a beneficiary (other than the grantor) does not in any way prevent the 
application of this flat rule; as a matter of fact, the grantor is not only 
required to pay an income tax on the income of the revocable trust, but 
must also pay a gift tax on the same income going to the beneficiary (should 
the annual income payments exceed the gift tax exclusion). 

Any power by which the trust corpus may be regained for the grantor’s 
own use by action of the grantor or by a person with no substantial adverse 
interest (or by them jointly) makes the trust revocable for the purposes of 
Section 166. For example, the Regulations? list powers to terminate, alter, 
amend, or appoint.* Through each one of these powers, the grantor may 
obtiin the trust corpus, therefore Section 166 applies. Similarly, even though 
the trust is otherwise irrevocable, a power retained in the grantor which 
has the effect of a power to revest in the grantor the corpus of the trust, 
such as a power to require the trustee to “. . . make such sale, exchange or 
other disposition either to Grantor or to a third party or third parties desig- 
nated by him of all or any part of the Trust Fund and for such considera- 
tions and upon such terms as to credit or otherwise as Grantor shall at any 
one time or from time to time direct,” will make the grantor taxable on the 
trust income.® However, the automatic termination of a trust under its own 
terms does not bring Section 166 into play, even though the corpus revests 


* The present provision of the statute is found in Section 166 of the Internal Rev- 
enue Code. Even for years prior to the enactment of the specific statutory provisions, 
the income of revocable trusts was held taxable to the grantor on the ground that it 
was subject to his “unfettered command,” Grace Whitney Hoff, 20 B.T.A. 86 (1930), 
citing the sweeping Supreme Court’s opinion in Corliss v. Bowers, 281 U.S. 376, 50 Sup. 
Cr. 336 (1930). 

° US. Treas. Reg. 118, § 39.166-1(b) (1) (i) (1953). 

“A reserved power of appointment, however, exercisable by the grantor only by 
will does not make the trust income taxable to him, Commissioner v. Bateman, 127 F.2d 
266 (1st Cir. 1942). 

® Chandler v. Commissioner, 119 F.2d 623, 625 (3d Cir. 1941). 
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in the grantor,® although the grantor may run into the Clifford problem.’ 
Similarly, a power to revest, which is contingent upon the happening of an 
uncertain future event, does not result in the taxation of the grantor on the 
income of the trust, as where the power was exercisable only in the event 
that the income beneficiary predeceased the grantor.® 

The power to revest the corpus in the grantor need no longer ® be 
currently exercisable by the grantor to fall under the strict mandate of Sec- 
tion 166. In order to prevent the use of powers exercisable only after the 
giving of notice of “one year and a day,” Section 166 provides that the 
grantor is taxable on the income of the trust if the power is vested in him 
“at any time.” Thus, where the power was not exercisable for a period as 
long as five years, the grantor nevertheless was held taxable on the trust 
income.?° 

The determination of whether the power to revest the trust corpus in 
the grantor is held by a person (either alone or jointly with the grantor) 
“not having a substantial adverse interest in the disposition” of the income 
or corpus is essentially a question of fact to be considered in the light of 
all the circumstances surrounding the trust. The Regulations point out that 
the bare legal title of a trustee is “never substantial and never adverse.” 
Where the trustee, however, is also a remainderman under the trust, a power 
in him alone to revest the corpus in the grantor at any time will not subject 
the trust to the application of Section 166, even though the grantor is the 
wife of the trustee.!? If the interest of the holder of the power to revest is 
a contingent remainder in the corpus, the determination as to whether such 
interest is also substantial depends upon the degree of remoteness of the 
remainder;}* the test would seem to be whether the interest of the holder 


* Helvering v. Wood, supra note 1. 
* The short-term trust will be discussed later. 


*Section 39.166-1(b) (ii) of the Regulations would seem to cover powers, the 
exercise of which is conditioned “on the happening of a specific event.” However, the 
courts have held that contingent powers are not within the statutory language of Sec- 
tion 166, Corning v. Commissioner, 104 F.2d 329 (6th Cir. 1939); Estate of Isaac Fish, 
42 B.T.A. 260 (1940). 

*Prior to 1934, the grantor was taxable only where he was vested with a power of 
revocation “during the taxable year,” Section 166 of the Revenue Act of 1932. 

” Helvering v. Dunning, 118 F.2d 341 (4th Cir. 1941), cert. denied 314 U.S. 631, 
62 Sup. Ct. 64 (1941). 

"Lewis Hunt Mills, 39 B.T.A. 798 (1939); Morton v. Commissioner, 109 F.2d 47 
(7th Cir. 1940). 

” The “family solidarity” principle has not been applied by the courts to neutralize 
the otherwise adverse interest of a beneficiary or remainderman, Lillian M. Newman, 
1 T.C. 921 (1943). 

* Clair R. Savage, 4 T.C. 286, 293 (1944), in which the Tax Court describes Com- 
missioner v. Katz, 139 F.2d 107 (7th Cir. 1943) as approaching “. . . the twilight zone in 
the interpretation of ‘substantial adverse interest.” In the Katz case, the power was held 
by a parent whose interest in the remainder was conditioned upon surviving her child; 
the Court of Appeals conceded that it was “a close question,” but affirmed the Tax 
Court’s determination that the interest was substantial and adverse. 
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of the power is “. . . sufficiently direct and adverse to rebut the presumption 
that the grantor can control in fact the exercise of discretion by such 
person.” 14 

Thus, we see that the area of revocable trusts, in the eyes of the tax 
collector, is a broad one, broader than under strict trust concepts. If it is 
the desire of the settlor of the trust to accomplish some income tax saving, 
this whole area must be avoided, for there is no tax saving here. However, 
aside from that consideration, there are great advantages in the inter vivos 
revocable trust, such as the great flexibility retained by the settlor, the 
securing of competent management services, the protection of the funds 
from business hazards, and the saving in probate costs at death.!® 


TRUSTS WITH INCOME FOR BENEFIT OF THE GRANTOR 


A second group of trusts which produce no advantageous income tax 
results for the grantor consists of those in which the grantor retains an 
income interest. While this type of trust is not to be emulated by the 
income tax planner, the principles which govern its taxability must always 
be kept well in the foreground to avoid pitfalls. 

The basic rules are three in number and are set forth in Section 167. 
All of them deal with the application of the trust income, or with the power 
(described in the statute as “discretion”) to apply the income in some way 
for the benefit of the grantor. In the application of these rules, a power 
held jointly by the grantor and some person not having a substantial adverse 
interest in the disposition of the income, or by such other person alone, is 
treated as though it were the power of the grantor. The interpretation 
applied by the Internal Revenue Service and the courts as to the effect of 
“no substantial adverse interest” is the same as that already discussed in con- 
nection with revocable trusts.!¢ 


Income Currently Distributable to Grantor 


The first situation which will make the grantor of a trust taxable on 
its income is where the income may be currently distributed to him. A 
clear example of this is where the trust instrument directs the trustee to 
pay to the grantor the net income of the trust “. . . or such part thereof as 
he may require.” 17 Similarly, where the trustee has the discretion of making 


“Loeb v. Commissioner, 113 F.2d 664, 667 (2d Cir. 1940), cert. denied, 311 USS. 
710, 61 Sup. Ct. 317 (1940). 

* Of course, no estate taxes are saved in view of the companion provision to Sec- 
tion 166, Section 811(d) of the Internal Revenue Code. 

** The Regulations (Section 39.167-1) under Section 167 are pretty much a counter- 
part of the Regulations (Section 39.166-1) under Section 166, and the court decisions 
under one Section are treated as equally valid precedents in construing the other, 
Clair R. Savage, supra note 13. 
™ Wilcox v. Commissioner, 137 F.2d 136, 140 (9th Cir. 1943). 
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distribution of the current income among members of a family (including 
the grantors) in such proportions as he may determine, the grantors will be 
taxable on the entire income under Section 167, because the discretion to 
pay the income to the grantors is vested in a non-adverse person.'* Here, 
the fact that the income was actually paid to other members of the family 
does not protect the grantors from tax, nor does the fact that the very 
purpose of the trust was “. . . to equalize the shares of the beneficiaries in 
the whole family fortune.” !® 

Where the income of the trust can be used to discharge the legal obli- 
gations of the grantor, he is taxable thereon “just as though he had received 
the income personally.” 2° For example, if the income of the trust may be 
used to discharge the grantor’s obligation to pay alimony,” or if it may be 
used to discharge the debts of the grantor,?* the income will be charged to 
the grantor by reason of Section 167. The mere fact, however, that the 
grantor sets up a trust for the benefit of a person to whom he owes a legal 
obligation does not mean that the income paid to such beneficiary will be 
treated as payment of such obligation. Thus, a trust may be set up by a 
husband with his wife as the income beneficiary; without more, the income 
of the trust going to the wife will not be held to be in discharge of the 
husband’s obligation to support her.?? There must be present an intention 
to have the obligation of the grantor satisfied through the trust income. 
But if the income of the trust is used to discharge the grantor’s legal obliga- 
tion, he will be taxable thereon.** 

In connection with these trusts, the income of which may be used in 
discharge of the grantor’s obligations, Section 167(c) should be particularly 
noted. This Section was added to the Internal Revenue Code in 1943 to 
limit the taxability to the grantor of certain support trusts. In 1942, the 


* Loeb v. Commissioner, 113 F.2d 664 (2d Cir. 1940). 

* Id. at 667. 

Douglas v. Willcuts, 296 U.S. 1, 56 Sup. Ct. 59 (1935). This decision, to the 
effect that the grantor of a trust set up to pay alimony to his divorced wife is taxable 
on the income therefrom, was based upon Section 22(a) and not on the more specific 
provisions of Section 167. Later cases on legal obligations of the grantor are usually 
decided upon the basis of Section 167. 

71 Douglas v. Willcuts, supra note 20. 

* Clifton B. Russell, 5 T.C. 974 (1945); Loeb v. Commissioner, 159 F.2d 549 (7th 
Cir. 1947). 

* J. Edward Johnston, 41 B.T.A. 550 (1940); Estate of Emanuel Sturman, 11 T.C. 
890 (1948). 

* The recent case of Commissioner v. Estate of Dwight, 205 F.2d 298 (2d Cir. 1953) 
involved two trusts, the income of which was payable to the grantor’s wife “for her 
support and maintenance.” The Court of Appeals, in reversing the Tax Court, held 
that for estate tax purposes the trusts were includible in the grantor’s gross estate under 
Section 811(c) because the evidence showed that the income was used in discharge of 
the grantor’s legal obligation of support. This same construction would be applicable 
with respect to Section 167 for income tax purposes. 
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Supreme Court in the case of Helvering v. Stuart * had held that the in- 
come of a trust in which the trustee, without any interest adverse to the 
grantor, was given authority to devote so much of the net income as seemed 
advisable for the “education, support and maintenance” of the grantor’s 
minor children, was taxable to the grantor. The entire income of the trust 
was held to be includible in the grantor’s income, without regard to the 
amount of trust income actually devoted to such use; the fact that the 
parental obligation of support could be discharged by the exercise of 
the trustee’s discretion was sufficient for the imposition of the tax on the 
parent-grantor. The Congress felt that this broad rule was too harsh, and 
reversed it retroactively in those cases where the discretion to make distribu- 
tion for the maintenance or support of a person with respect to whom the 
grantor has a legal obligation of support is vested in any person (other than 
the grantor who is not a trustee or co-trustee).?® Accordingly, in that area 
the grantor is only taxed on the income of the trust which is actually used 
during the year for the support of his dependents. It is to be noted that the 
1943 amendment is not as broad as the taxing provisions of Section 167 (a) (2) 
in that if the discretion is lodged in the grantor in his individual capacity 
(not as a trustee or co-trustee), he will still be taxable on the entire income 
without regard to actual use for support purposes.?7 

Thus, in view of the provisions of Section 167(c), there is the oppor- 
tunity for tax saving through the use of support trusts, provided that the 
discretion is vested in the grantor as trustee or in some other person 
(whether trustee or not). With such a trust, the grantor will be taxed only 
to the extent of distributions made during the year for support or mainte- 
nance of his dependents; in years when the grantor is in higher brackets, 
he will want to provide the support of his dependents directly, and when 
he is in lower income tax brackets, the trust may make support distributions. 
There is no other area covered by Section 167 in which this flexibility with 
concurrent tax benefits is possible. 


Income To Be Accumulated for Future Distribution 


The next situation covered by Section 167 is where the income of the 
trust is or may be accumulated for future distribution to the grantor. The 
Regulations under Section 167 state that the test of taxability is “whether 
he [the grantor] has failed to divest himself, permanently and definitely, 
of every right which might, by any possibility enable him to have such 
income, at some time, distributed to him, either actually or constructively.” 28 
This is an extremely sweeping test, making the grantor taxable on the trust 


> 317 U.S. 154, 63 Sup. Ct. 140 (1942). 
*° Section 134 of the Revenue Act of 1943. 
* Frank E. Joseph, 5 T.C. 1049 (1945); Hopkins v. Commissioner, 144 F.2d 683 
(6th Cir. 1944). 
* Section 39.167-1(b) (1). Brackets added. 
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income even though the possibility of his eventually getting the accumula- 
tions may be highly remote. Although the language of the statute would 
appear to permit such a strict construction as adopted in the Regulations, 
the courts have refused to carry it to the extreme limits contemplated in 
the Regulations. For example, where the accumulated income could not 
possibly go to the grantor except upon his surviving four or more mem- 
bers of his family, most of whom were younger than he, Section 167 was 
held inapplicable.2® The court there stated that “the language of section 
167(a)(1) was not intended to apply where there is no definite provision 
for future distribution to the grantor but only a contingent possibility over 
which he has no control.” °° It is clear, however, that the statute goes beyond 
situations where the right of the grantor to accumulated income is “vested 
or unconditional.” *! The statute contains no requirement that the accumu- 
lations must actually be distributed to the grantor, or that his right thereto 
be vested. Nor is it necessary that the accumulations be exclusively for the 
grantor. The Tax Court is at present following the middle course, and 
refuses to apply Section 167 where the possibility that the accumulated in- 
come might go to the grantor is remote,®? although the Internal Revenue 
Service continues to disagree.3 


The Life Insurance Trust 


The third type of trust covered by Section 167 is the life insurance 
trust, where the income of the trust may be used to pay “premiums of 
insurance on the life of the grantor.” This situation is somewhat different 
from the other two situations covered by Section 167 in that here the income 
may never go to the grantor, directly or indirectly. However, as pointed 
out by the Supreme Court in Burnet v. Wells,3* the rationale for taxing 
the grantor on the income to pay his life insurance is that, while “insurance 
for dependents” may not be a legal obligation, it is “a pressing social duty.” 
“Income permanently applied by the act of the taxpayer to the maintenance 
of contracts of insurance made in his name for the support of his dependents 
is income used for his benefit in such a sense and to such a degree that there 
is nothing arbitrary or tyranical in taxing it as his.” * 

This provision for insurance trusts has been less strictly construed 


*” Commissioner v. Betts, 123 F.2d 534 (7th Cir. 1941). 

* Ibid. The Court, at page 540, described the possibility of future distribution of 
the accumulated income to the grantor as conditioned “. . . upon the happening of a 
remote, uncertain and improbable contingency”; and the court further stated that “if the 
regulations go beyond the statute [as so construed] they are void.” (Brackets added) 

Kent v. Rothensies, 120 F.2d 476 (3d Cir. 1941), cert. denied, 314 US. 659, 62 
Sup. Ct. 113 (1941). 

” Frederick Ayer, 45 B.T.A. 146 (1941); Ronald K. Evans, 5 T.C.M. 84 (1946). 

* See nonacquiescence in Frederick Ayer, 1943 Cum. But. 27. 

* 289 U.S. 670, 53 Sup. Ct. 761 (1933). 

* Id. at 680, 53 Sup. Ct. at 765. 
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against the taxpayer by the courts than the other two taxing provisions in 
Section 167. For example, the courts have not extended its application to 
income which might have been used to pay life insurance premiums under 
the terms of the trust, where no policies have yet been taken out,®* or to 
income in excess of that necessary to pay premiums on existing policies.37 
However, the fact that the trust instrument itself does not contain a spe- 
cific provision for the application of the income in the payment of life 
insurance premiums does not prevent Section 167 from applying, where the 
trustee under his broad powers of investment has taken out policies on the 
life of the grantor. It would not seem necessary that the insurance policy 
be a part of the trust corpus, provided that the trust instrument permits the 
trustee to pay premiums on policies not held in trust.® The general rule 
which seems to be applied by the courts is stated in Joseph Weil, as follows: 
“, . the grantor’s liability for tax depends upon the existence in the tax 
year of policies upon which it would have been physically possible for the 
trustees to pay premiums.” 4° 

It is to be particularly noted that the statute applies only to cases where 
the life insurance policies cover the life of the grantor. The fact that the 
grantor is the spouse of the insured will not make the grantor taxable on the 
income used to pay the policy premiums.*! This presents an opportunity 
in many family situations to provide life insurance coverage for certain 
members of the family without having such members taxable on the income 
used to pay the premiums.*? For example, the head of a family may set up 
a trust for his son for life with the remainder to his son’s widow and sur- 
viving children. He may direct the trustee to take out a life insurance policy 
on his son’s life payable to the trust, and to use all or a portion of the trust 
income to pay the premiums. The grantor will not be taxable on the income 
of the trust, for the trust does not come under Section 167 in any respect, 
nor has he retained a discretionary power which would shift the tax to him. 
The beneficiary also would be free from tax on such income, for he has 
no power over the use of the income nor is any legal obligation on his part 
being discharged by the trust; yet he is receiving a substantial economic 
benefit in having his family protected in the event of his death. With the 


* Genevieve F. Moore, 39 B.T.A. 808 (1939); Acq., 1939-2 Cum. Butt. 25. 

* Rand v. Helvering, 116 F.2d 929 (8th Cir. 1941), cert. denied, 313 US. 594, 61 
Sup. Cr. 1120 (1941). 

*8 Ibid, 

*® Harry Rom, 6 T.C. 614 (1946); and see Joseph Weil, 3 T.C. 579 (1944), where 
the trustee had no power to pay premiums on policies not held by the trust, although 
the grantor held an additional policy which he could assign to the trust. 

“ Joseph Weil, supra note 39 at 584. 

“W. C. Cartinhour, 3 T.C. 482 (1944); Commissioner v. Jergens, 127 F.2d 973 
(5th Cir. 1942). 

“See Mannheimer and Wheeler, Trusts of Insurance on Relatives’ Lives, 27 Taxes 
453 (1949), in which the possibilities of life insurance trusts are fully discussed. 
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selection of an independent trustee, a discretionary power to take out the 
policy and pay the premiums could be safely vested in the trustee, adding 
some flexibility to the arrangement, without causing the grantor to be 
taxed.*2 Of course, the trust would be taxable on the income used to carry 
the life insurance policy but in tax brackets presumably lower than those of 
the beneficiary. 

Section 167(a)(3) also provides a specific exception in the case of all 
insurance trusts of which the policies are made irrevocably payable to 
charitable organizations described in Section 23(0), relating to deductions 
for contributions to charity. This is discussed later, under charitable trusts. 


IRREVOCABLE TRUSTS FOR MEMBERS OF THE FAMILY 


Now, having in mind the basic statutory rules which generally tax the 
grantor on the income from his trust creations, let us turn to some of the 
areas where the trust will result in a division of the family income among 
two or more taxable units. The simplest form of such an arrangement would 
be an irrevocable trust with those family members whose own incomes are 
small as the current income beneficiaries and the remainder to their de- 
scendants. For example, assume a head of a family with a wife and three 
minor children. He has investments amounting to $400,000, which produce 
income of approximately $24,000, and he has a salary of $20,000. If his wife 
and children have no income of their own, his taxes at 1953 rates would 
amount to about $16,230. He may set up a trust to receive one-half of his 
investments, with the income therefrom being currently distributable to 
his three children, and upon their deaths to their children, or to whomever 
they shall appoint. The effect of this would be to reduce the family’s income 
taxes by about $3,500. Although the distribution is to persons whom the 
grantor is required to support, the income of the trusts will not be taxable 
to him, if the trust instrument does not indicate an intention to discharge 
this obligation #4 and if the income is not used for such support.*® However, 
if either of these conditions is not complied with, as previously discussed, 
the grantor may be held taxable and his intention of tax saving defeated. Of 
course, the tax saving can be increased by placing in trust more of the 
family funds, but then the tax planner is apt to be allowing the tax aspects 
of income planning to get out of focus with the other important objectives, 
such as adequate provision for old age or retirement. 


The Clifford Regulations 
More flexibility may be provided in the trust for the children, in order 


“Such a power in the grantor or a subordinate trustee might fall within the 
Clifford Regulations, because the payment of premiums may be considered as an accumu- 
lation for the remaindermen, U.S. Treas. Reg. 118, § 39.22(a)-21(d) (1953). 

“Shanley v. Bowers, 81 F.2d 13 (2d Cir. 1936). 
“Estate of William P. Eger, 4 T.C.M. 914 (1945). 
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to meet changing conditions and needs of the family, by giving a discre- 
tionary power to the trustee to distribute or accumulate for future dis- 
tribution the share of each child’s income. This type of provision in the 
trust will not endanger the tax recognition of the trust, if care is taken to 
meet the conditions in the Clifford Regulations.*® The discretionary power 
to distribute or accumulate income may, without making the grantor tax- 
able, be granted under the following conditions: 


1. To an independent trustee, in which event the power may be broad- 
ened to permit a distribution of all or any part of the income or the corpus 
of the trust to all or any one of the grantor’s children; 

2. To the grantor or his spouse, as trustees or not, or to a subordinate 
trustee; however, the power to distribute or accumulate income must be 
coupled with some provision to the effect that the accumulations must ulti- 


mately go to the child from whom such income was withheld.‘ 


Prior to the promulgation of the Clifford Regulations, the courts had 
held that the power in a grantor-trustee to distribute or accumulate income 
of the trust would place a tax on the grantor,** unless special factors appear, 
such as the requirement that the accumulation of income go to the income 
beneficiary or his issue in any event.*® 

The tax advantage of making the payment of the trust income discre- 
tionary is that distributions may be made in those years when the income 
beneficiary’s tax brackets are lower than those of the trust, and accumula- 
lations may be made when the personal income of the beneficiary is com- 
paratively high. In addition, the power to distribute or accumulate gives 
substantial freedom to meet the changing financial needs of the beneficiaries, 
particularly where the power extends to an allocation of the whole income 
among all the children.®° 

Where accumulations of income are made in a discretionary trust, 
which is not affected by the Clifford Regulations or Sections 166 or 167, 
the income so accumulated during the vear will be taxed to the trust pur- 
suant to the provisions of Sections 161 and 162. At a later time, when the 
accumulations are distributed, the sixty-five-day rule and the twelve-month 
rule prescribed by Section 162(d)(2) or (3) come into play. Under these 
rules the amount of the distribution is included in the taxable income of the 


“US. Treas. Reg. 118, § 39.22(a)-21(d) (1953). 

“There are other conditions, as well, which will permit the grantor or subservient 
trustees to hold such a power to accumulate income, under the Clifford Regulations 
without making the tax fall on the grantor; these will be discussed later in connection 
with trusts with “spray” provisions. 

*Stockstrom v. Commissioner, 148 F.2d 491 (8th Cir. 1945), cert. denied, 326 US. 
719, 66 Sup. Cr. 23 (1945). 

“ Hall v. Commissioner, 150 F.2d 304 (10th Cir. 1945). 

® As indicated above, this requires the holder of the power to be an independent 
trustee. 
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beneficiary, but not in excess of the net income of the current year of 
the trust (in the case of distributions made more than sixty-five days after 
the beginning of the taxable year of the trust) or the net income of the trust 
for the preceding year (in the case of distributions made during the first 
sixty-five days of the taxable year of the trust).5' Accordingly, as a general 
rule, the income beneficiary upon receiving a distribution of accumulated 
income will be taxed on the trust income for not more than a twelve-month 
period. At this point, it should be noted that this limited taxation at the 
beneficiary’s brackets is a defect in the statute which the American Law 
Institute and the Tax Section of the American Bar Association ®* are recom- 
mending for elimination in the next revision of the Internal Revenue Code. 
In substance, their solution would be to make the income beneficiary taxable 
on the income, which was accumulated for his benefit and finally distributed 
to him, to the extent of the trust income for the current year and the two 
immediately preceding years. Where the distribution exceeds the current 
year’s income, the excess is treated as though it had been received by the 
beneficiary in the prior taxable year, but limited to the net income of the 
trust for that year. Finally, if the distribution still exceeds the trust income 
for the current and first preceding year, then the excess is treated as though 
it were received by the beneficiary in the second preceding year, but again 
limited to the net income of the trust for that year. Under the proposal, 
the throw-back stops with that second preceding year, and the tax for the 
trust itself is recomputed for the two prior years allowing appropriate 
deductions for such constructive distributions. The beneficiary in recom- 
puting his taxes on the distribution would be given credit for the taxes paid 
by the trust for the two preceding years. The effect of the proposal is to 
treat the trust and the beneficiary as though the accumulated income had 
been distributed currently over the three-year period. This would materially 
cut down the loophole through which it is possible under present law to 
shift to the trust the tax on income which ultimately goes to the beneficiary. 

A simple accumulation trust, without any discretionary power to 
distribute income, will give the grantor the tax advantage of a new taxable 
entity within the family group with a new set of tax brackets, without run- 
ning into the restrictions of the Clifford Regulations previously mentioned. 
Of course, the lack of the discretionary power reduces the flexibility of the 
trust, but that degree of flexibility may not be necessary in many family situ- 
ations. For example, the grantor in our original assumed case might very 
well have set up an accumulation trust of the $200,000 for ultimate distribu- 


5 Section 162(d) (4), which provides for these limitations, was added to the Internal 
Revenue Code by Section 133 of the Revenue Act of 1943. 

See Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trusts and Estates, 53 Cor. L. Rev. 316 (1953). With some 
changes this proposal was adopted at the 1953 annual meeting of the Tax Section of 
the American Bar Association. 
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tion to his three children when the youngest reaches twenty-five or thirty 
years of age, or whatever termination date seems appropriate in the par- 
ticular case. The grantor may make himself or his wife, or other close 
relative, a trustee without the possibility of having the income attributed 
to him, unless certain administrative control over the trust is retained by, 
or is attributed to, the grantor by virtue of the Clifford Regulations. 


Status of the Clifford Regulations 


At this point, a few words as to the status of the Clifford Regulations 
are necessary, for some doubt has been recently raised as to their validity 
by action of the lower courts. In 1952, with respect to a short-term char- 
itable trust created prior to the issuance of the Regulations, the Tax Court *8 
refused to apply the Regulations to the income accruing after the effective 
date of the Regulations. The trust was originally a five-year trust, with a 
reversion to the grantor upon termination, but at the end of the first year 
it was extended for an additional five years; accordingly, the Commissioner 
contended that it was in effect a nine-year trust 54 and thus taxable to the 
grantor. On appeal to the Seventh Circuit, the case was affirmed.® In its 
decision, the Circuit Court held that not only were the Regulations in- 
applicable because the trust was a ten-year trust (computed from the date 
of creation to the postponed termination date), but they were in any event 
unreasonable and void. Furthermore, the court expressed the thought that 
even the Congress would be without the power to enact a conclusive 
presumption °° of the type applied to short-term trusts by the Regulations. 
The Department of Justice has not seen fit to apply for certiorari in this 
case. We can only speculate as to why the Clark case was not thought to 
be a proper vehicle for presentation of the issue to the highest court. Per- 
haps the fact that it was a charitable trust, that it was created before the 
promulgation of the Regulations, and that, by virtue of the five-year ex- 
tension, it became a ten-year trust, all combine to make the case unsuitable 
from the government point of view. In any event, we are again confronted 
with the possibile return of the very confusion which the Regulations were 
designed to eliminate. One solution of the present situation would be the 
enactment of provisions along the lines of the Clifford Regulations; this was 
recommended by the Tax Section of the American Bar Association in 1953. 
There is a distinct possibility that this may be done in the revenue revision 
bill now pending before the Congress. 


Ruth S. Clark, 17 T.C. 1357 (1952), aff'd, 207 F.2d 94 (7th Cir. 1953). Oddly 
enough, the Tax Court refrained from holding the Regulations invalid; it merely indi- 
cated that they “were not intended to apply” to such a case. 

* U.S. Treas. Reg. 118, § 39.22(a)-21(c) (4) (1953). 

* Commissioner v. Clark, 202 F.2d 94 (7th Cir. 1953). 

* Citing Heiner v. Donnan, 285 U.S. 312, 52 Sup. Ct. 358 (1932), holding invalid 
for estate tax purposes the conclusive presumption as to gifts made within two years 
prior to death. 
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Whether the Clark case will hold up when the question is finally 
brought to the Supreme Court is highly speculative. Fortunately, we do 
not have to predict the outcome, if we are willing to follow in income tax 
planning the guides which are laid out for us in the Regulations during this 
waiting period. No other course would be safe or proper under the cir- 
cumstances, for gambling should play no part in income tax planning. But I 
cannot refrain from pointing out the irony in a Supreme Court decision 
which would hold unconstitutional regulations issued to “. . . clarify the 
application of the Clifford doctrine” 5* when the same court in that very 
case indicated that regulations would be “an appropriate guide” ®* in this 
field of conflicting judicial rules.and expressions. 


Administrative Powers in a Family Trust 


Now, with respect to the administrative powers in a family trust, the 
main guides to be followed are found in the Clifford Regulations.®® The 
Regulations presume that administrative control (with the consequent taxa- 
tion of the trust income to grantor) is exercisable primarily for the benefit 
of the grantor in the following situations: 


1. Where the grantor or any other person (without a substantial ad- 
verse interest), whether or not as trustee, has a power to purchase, exchange 
or otherwise dispose of the trust corpus or income for less than adequate 
consideration;®° 

2. Where the grantor or any other person (without a substantial ad- 
verse interest), whether or not as trustee, has the power to permit the 
grantor to borrow from the trust without adequate interest, or without ade- 
quate security, unless the trustee (not the grantor or his spouse) has a gen- 
eral power to make loans without security; 

3. The grantor has borrowed the corpus or income and not repaid the 
same (with interest) prior to the beginning of the taxable year; and 

4. Where the grantor or any other person (without a substantial ad- 
verse interest), in a non-fiduciary capacity has a power to vote stock, to 
control investments, or to reacquire the trust corpus by substituting other 
property of equal value. 


In situation 3, above, the Regulations seem to have gone far beyond 
the prior cases,®! for the rule is laid down broadly that any outstanding loans 
to the grantor taint the trust. However, in trust planning, certainly the 


* Kay v. Commissioner, 178 F.2d 772, 773 (3d Cir. 1950). 
See Judge Raum’s dissenting opinion in Ruth S. Clark, 17 T.C. 1357 (1952). 
° U.S. Treas. Reg. 118, § 39.22(a)-21(e) (1953). 


©The power to so deal with the trust property would make the grantor taxable 
also under the provisions of Section 166 as a revocable trust. 


* Jones v. Norris, 122 F.2d 6 (10th Cir. 1941); Commissioner v. Greenspun, 156 
F.2d 917 (5th Cir. 1946). 

















544 INCOME TAX PLANNING [ VoL. 1953 


powers described in 1 and 2 above, sometimes known as the “robber” 
powers, should never appear in the trust agreement, nor should the power 
described in 4 be vested in a non-fiduciary. Thus, even with this group of 
restrictions there is much leeway left for the settlor in creating his trust. 
The grantor as trustee, or some close relative as trustee, may have broad 
powers of management and administration over the income and corpus of 
the trust.62 A power in the grantor-trustee generally to “. . . do all things 
in relation to the trust property which the settlor could do if this instrument 
had not been made. . .” may be permissible even where the trust property 
consists of stock in a family corporation.® 

A particular type of administrative power which may be desirable to 
incorporate in the trust is the power to allocate or apportion trust receipts 
between corpus and income. Such a power in the trustee is especially im- 
portant in the case of trusts, the income of which is made currently dis- 
tributable.** Under the scheme of taxation provided by Section 162, the 
trust is given a deduction for all income which is distributable during the 
year to the income beneficiary and the beneficiary is taxable on such income. 
Very frequently this principle operates to impose a tax on the beneficiary 
in excess of the tax which would have been applicable if the entire corpus 
of the trust had been held by the beneficiary directly. There are generally 
three types of situations which may produce this untoward result. First, 
where the trust has suffered capital losses, the distributable net income tax- 
able to the beneficiary will not ordinarily be reduced by such losses, with 
the result that the beneficiary’s taxable income from the trust will exceed 
the taxable income of the trust itself.*° This can be avoided by giving the 
trustee power to allocate all losses to the extent they are deductible for 
income tax purposes to income, thus reducing the distributable net income 
correspondingly.® 

A second situation which may produce greater taxable income in the 
hands of the beneficiary than is received by the trust is where there are 
expenses of the trust, which, under ordinary trust principles, are chargeable 


© Morris Cohen, 15 T.C. 261 (1950). In this case, the management powers of the 
grantor-trustee included the right to withhold income “for the protection of the trust 
property.” 

Frederick Ayer, 45 B.T.A. 146, 151 (1941). The Board of Tax Appeals considered 
these broad powers as being exercisable only in a fiduciary capacity and not vesting in 
the grantor “any control as an individual over the economic benefits or enjoyment of 
the trust property.” 

“ An article by Albert Mannheimer, Clause for Allocation of Trust Receipts and 
Expenses Between Principal and Income, presented at the Eleventh Annual Institute on 
Federal Taxation of New York University (1953) covers this area in detail; beginning 
at page 693 in the compilation of the proceedings. 

® Anderson v. Wilson, 289 U.S. 20, 53 Sup. Ct. 417 (1932); Baltzell v. Mitchell, 
3 F.2d 428 (1st Cir. 1925), cert. denied, 268 U.S. 690, 45 Sup. Cr. 510 (1925). 

* Anna M. Chambers, 17 B.T.A. 820 (1929); Nellie S. Alexander, 36 B.T.A. 929 
(1937); see also Irma L. Harris, 5 T.C. 493 (1945). 
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to corpus, but which for tax purposes are deductible against income. Unless 
special provision is made in the trust instrument, the beneficiary will be 
taxable on the entire net income of the trust which is distributable to him 
(without reduction for the capital charges). On the other hand, the tax 
deductions to which the trust is entitled for such charges are wasted because 
the trust has no net income left after deducting the entire distributable 
income under Section 162(b). Accordingly, here, too, a discretionary power 
in the trustee to charge against income all administration expenses of the 
trust would prevent a wasting of tax deductions and a consequent increase 
in the taxes paid by the beneficiary. 

The third situation is where the existence of the trust may actually 
produce taxable income in the hands of the income beneficiary though the 
trust had no taxable receipts. There are three circuit court cases ®* which 
have held that certain nontaxable receipts of the trust constituted, when 
distributed to the income beneficiary, taxable income to him. The principle 
adopted in these cases is that where the state law provides for a distribution 
to an income beneficiary, the distribution is to be taxed to the beneficiary as 
income, without regard to the fact that the trust may have no taxable income 
for such period. This principle is, however, a limited one; it does not apply, 
for example, to distributions of tax exempt income, such as interest on state 
or municipal bonds. While the McCullough case, which held as taxable to 
the income beneficiary nontaxable stock dividend distributions, is not fol- 
lowed by the Internal Revenue Service,** the other two cases probably 
represent the administrative practice. The creation of this artificial income 
in the hands of the beneficiary can be prevented by a discretionary power 
to allocate trust receipts between corpus and income. 

In connection with an administrative power to allocate receipts be- 
tween income and principal, consideration should be given in tax planning 
to the advisability of distributing capital gains of the trust to the income 
beneficiary. Since long-term capital gains are cut in half in computing net 
income and are in no case taxed at a rate in excess of fifty per cent,® it may 
frequently be advantageous to have such gains distributed to the income 
beneficiary. It is clear that the character of capital gains follows through 
to the beneficiary upon distribution by the trust 7 under the same conduit 
theory by which tax-exempt interest upon distribution retains its exempt 


* Plunkett v. Commissioner, 118 F.2d 644 (1st Cir. 1941), (involving distributions 
to an income beneficiary of amounts received by the trust in settlement of a breach of 
trust committed by a former trustee); Johnston v. Commissioner, 141 F.2d 208 (2d Cir. 
1944), cert. denied, 323 U.S. 715, 65 Sup. Ct. 41 (1944) (involving distributions to an 
income beneficiary from a mortgage salvaging operation); McCullough v. Commissioner, 
153 F.2d 345 (2d Cir. 1946), (involving a distribution of non-taxable stock dividend). 

* Rev. Rul. 24, 1953-5 LR.B. 16. 

” Or fifty-two per cent for taxable years beginning prior to November 1, 1953. 

* Commissioner v. Hopkinson, 126 F.2d 406 (2d Cir. 1942). 
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character.7! Thus, this favored type of income with its lower tax burden 
may be distributed to the current income beneficiary for his use with all 
the tax benefits adhering thereto. 


TRUSTS WITH “SPRAY” PROVISIONS 


As in the case of powers to accumulate income, the grantor no longer 
is permitted to retain full freedom to distribute income from the trust 
among the beneficiaries, without finding himself taxable on the income. 
It is the frequent desire of the grantor to retain such a broad power in 
order to provide for the changing needs and circumstances of his family 
members. The Buck case,’ however, following the Clifford doctrine, held 
that a grantor who retains a power to dispose of the income or corpus of 
a trust as he may from time to time direct is taxable on the income, even 
though he is not permitted under the trust instrument to divert any of it 
for his personal use.7* The Regulations ** have adopted this principle, and 
provide in general that the reservation of the power to shift the beneficial 
enjoyment of the income or corpus will result in the taxation of the 
income to the grantor. However, there are a number of exceptions to this 
flat rule, which still permit a reasonable use of the power “to sprinkle the 
income” 7 or corpus among family members. The first exception 7° is where 
the power may be exercised only by will, provided that the income of the 
trust is not accumulated for that very purpose or that the grantor, or some 
person without a substantial adverse interest, has not the discretion to so 
accumulate the income. Thus, a trust with currently distributable income 
or with income which must eventually go to certain named beneficiaries 
may be subject to a power in the grantor to dispose of the corpus or of the 
subsequently accrued income to whomever is designated by the grantor in 
his will, without resulting in the taxation of the grantor on the current 
income. 

A second permissible use of “spray” provisions is where independent 
trustees are used to hold the power in a fiduciary capacity.”7 For this pur- 
pose, an independent trustee is one who is neither the grantor, the grantor’s 
spouse, father, mother, issue, brother, sister, nor employee, nor a subordinate 
employee of a corporation in which the grantor is an executive or in 
which the stock ownership of the grantor and the trust is significant 
in so far as voting control is concerned. In other words, the family lawyer, 


"U.S. Treas. Reg. 118, § 39.22(b) (4)-5 (1953). 

® Commissioner v. Buck, 120 F.2d 775 (2d Cir. 1941). 

™® There were other powers reserved to the grantor which aided the court in reach- 
ing its decision, such as the complete control over the management of the trust property 
and the power to replace the trustee. 

™*US. Treas. Reg. 118, § 39.22(a)-21(d) (1953). 

*® Commissioner v. Buck, supra note 72. 

U.S. Treas. Reg. 118, § 39.22(a)-21(d) (2) (i) (1953). 

"Id. § 39.22(a)-21(d) (2) (iii). 





WINTER | THROUGH TRUSTS 547 


a friend, or a corporate trustee may be used to hold the power. With such 
an independent trustee or trustees, the grantor may provide in him a dis- 
cretionary power to distribute or accumulate income on behalf of the 
named beneficiary or beneficiaries, or within a class of beneficiaries, or to 
pay out corpus to such beneficiaries (whether or not they are also income 
beneficiaries). It should be noted that the trustee may not add to the class 
of beneficiaries who may take the income or corpus, except after-born or 
after-adopted children; otherwise, the grantor may be taxable on the income 
therefrom. Of course, if the trust subjects the exercise of the power to the 
consent or approval of the grantor, this limitation may result in the taxation 
of the income to him. 

The third exception to the principle of the Buck case, as provided in 
the Regulations,”® relates to powers which may be vested in the grantor 
himself, or his wife, or in the other persons who are not independent trus- 
tees as stated in the previous paragraph, or in persons in a non-fiduciary 
capacity. With these grantor or subservient trustees, the Commissioner finds 
it necessary in his Regulations to limit very strictly the type of powers exer- 
cisable by them, without causing the grantor to be taxable. If the trust 
instrument sets forth specifically that the exercise of the power is limited 
to reasonably definite external standards relating to the need or circum- 
stances of the beneficiaries, the power may be one to pay out corpus to a 
named beneficiary or beneficiaries, or to a class of beneficiaries. Where 
no standard is provided, a power to pay out corpus to the income bene- 
ficiary will still be permissible, provided that it is limited to that part of the 
corpus which is held in trust for the payment of income to that particular 
beneficiary. 

A power to distribute or accumulate income may also be retained by 
the grantor or given to a subservient trustee, without having the income 
taxable to the grantor,”® provided that the accumulated income is ultimately 
payable to the same income beneficiary from whom it was withheld, or is 
payable to his estate or to his appointees. If such an income beneficiary has 
a power of appointment over the accumulated income, it must be a general 
power excluding no one other than the beneficiary himself, his estate, his 
creditors or the creditors of his estate. Also, if the beneficiary has such a 
power of appointment, it is permissible to name alternative takers of the 
accumulations in default of appointment. Moreover, where the accumulations 
are payable in conjunction with the distribution of corpus (whether or not 
on termination of the trust), then such a power is permissible if the accumu- 
lations are payable to the current income beneficiaries in shares irrevocably 
specified in the trust instrument. For this purpose, the income beneficiary 
need not survive the distribution, either if he has a power of appointment, 


"Id. § 39.22(a)-21(d) (2) (iv). 
™ Id. § 39.22(a)-21(d) (2) (iv) (b) (3). 
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or if the shares of the alternative takers are specified irrevocably in the trust 
instrument. 

If the discretionary power to distribute or accumulate income with 
respect to a particular beneficiary is exercisable only during his legal dis- 
ability or during the period he is under twenty-one, the power may also 
be vested in the grantor or in subservient trustees without further condi- 
tions. Moreover, if the holder of the power is a subservient trustee, but 
not the grantor or his spouse, then the power to distribute or accumulate 
income for a named beneficiary or beneficiaries, or among a class thereof, 
need not be limited to the period of minority or disability of the beneficiary, 
nor do the accumulations have to meet the complex specifications in the 
preceding paragraph, provided only that the power is specifically limited 
in the trust instrument to a reasonably definite external standard relating to 
the needs and circumstances of the beneficiaries.* 


SHORT TERM TRUSTS 


Prior to the Clifford Regulations, the short-term trust with a reversion 
back to the grantor was valid or invalid, depending upon a number of factors 
(including, of course, the duration of the trust). The weight to be given 
to the presence, or absence, of certain of the factors in considering the ulti- 
mate question whether the grantor is still in practical effect the owner of 
the trust property varied from case to case and could not be predicted with 
any degree of certainty. Most cases held, during that period, that there must 
be other factors showing a retention of economic ownership or control in 
addition to the short interval of the trust. After Clifford and prior to the 
Commissioner’s Regulations, trusts running from one year to as long as 
twelve years were held by the courts to be short-term trusts, i.e., too short 
to be recognized for tax purposes.®? On the other hand, numerous decisions 
came down after Clifford where the short term (sometimes as short as three 
and one-half years) was held not to be determinative of the question of 
control.8% 

Then came the Clifford Regulations, to cut the Gordian Knot and to 
eliminate “the world of finely spun argumentation” which the Clifford case 
had brought in its wake. Income of trusts of a shorter duration than ten 
years is taxable to the grantor, under these Regulations, if he holds the 
reversionary interest. Similarly, the income of trusts up to fifteen years 
is taxed to the grantor, if the grantor, in addition, has reserved to himself, or 
his wife, or jointly, whether or not as trustees, certain administrative powers 


* Id. § 39.22(a)-21(d) (2) (iv) (b) (4). 

* Id. § 39.22(a)-21(d) (2) (iv) (b) (5). 

* See L. KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND EstATEs, § 6.20 et seq. 
(1948), where the Clifford cases are fully catalogued according to time and other factors 
considered determinative by the courts. 

* Central National Bank of Cleveland v. Commissioner, 141 F.2d 352 (6th Cir. 1944). 
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enumerated in the Regulations.8* These powers are: to vote stock held 
in trust, to control the investment of trust funds, and to reacquire the trust 
corpus by substituting other property (whether or not of equal value). 
Accordingly, the settlor may now with certainty of tax treatment set up a 
trust, providing for payment of current income to members of his family, 
such as his children, or accumulation of the income for their benefit, for a 
period of ten years or more. At the end of such period, the trust can ter- 
minate and the corpus can revert to the settlor, or his estate, or to whomso- 
ever he shall appoint. However, neither the grantor nor his wife should be 
trustees, in view of the administrative powers which would thereby be 
vested in them. Moreover, as indicated earlier, if the trust is an accumula- 
tion trust, no part of the trust income should be permitted to go to the 
settlor upon termination or otherwise. In this connection it should be par- 
ticularly noted that where the corpus is to revert to the grantor, a discre- 
tionary power in the trustee (assuming he has no substantial adverse interest 
in the trust) to allocate receipts to corpus or income, will result in the taxa- 
tion of capital gains to the grantor, because of the power to accumulate this 
type of income for ultimate distribution to the grantor.*> Furthermore, it 
would appear that, without any special power of allocation in the trust 
instrument, all capital gains which are added to the trust corpus during the 
term of the trust will be taxable to the grantor because they are subject to 
future distribution to him upon termination of the trust.86 Of course, this 
ordinarily would not be particularly objectionable to the grantor in view 
of the favored tax treatment of this type of income. However, it can be 
avoided by a provision in the trust instrument that all income including 
capital gains is to be currently distributed to the income beneficiary or 
accumulated for ultimate distribution to such beneficiary. 

The short-term trust may also be used where even the grantor or his 
spouse is made trustee or is given the above-mentioned administrative powers 
over the trust corpus, provided that the term is at least fifteen years. These 
administrative powers exercisable by the grantor, or his spouse, severally 
or jointly, the existence of which requires this added duration to the trust, 
are the same powers which, under the Regulations, would result in the 
taxation of the grantor without regard to the duration of the trust if they 
are held by the grantor in a non-fiduciary capacity.87 The difference here 
with respect to short-term trusts is that the grantor will be taxable even 
though he or his spouse holds such powers as trustee, unless, of course, the 
trust is set up to continue for fifteen years or more. 

A further area in which short-term trusts will be given full tax recogni- 


*US. Treas. Reg. 118, § 39.22(a)-21(c) (1) (ii) (1953). 

* Int. Rev. Cope, § 167(a) (1); Georgia B. Lonsdale, 42 B.T.A. 847 (1940); and 
Greenough v. Commissioner, 74 F.2d 25 (1st Cir. 1934). 

* Trish v. Commissioner, 129 F.2d 468 (3d Cir. 1942). 

* U.S. Treas. Reg. 118, § 39.22(a)-21(e) (1) (iv) (1953). 
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tion is where they are to continue for the life of the income beneficiary; 
the Regulations ®* specifically provide that “the trust income, however, is 
not attributable to the grantor where such reversionary interest is to take 
effect in possession or enjoyment at the death of the person or persons to 
whom the income is payable.” Accordingly, it may frequently be desirable 
to set up a trust to pay the current income to an aged member of the family, 
with a termination of the trust and a reversion of the corpus to the grantor 
upon the death of the income beneficiary. This will shift the tax from the 
grantor to the beneficiary, even though the life expectancy of such relative 
is extremely limited. On the other hand, if the grantor uses as the termina- 
tion date an event other than the expiration of a term of years or of the 
life of an income beneficiary, the income will be chargeable to him if the 
event may reasonably be expected to occur within the forbidden periods 
of ten or fifteen years (depending upon whether the grantor has retained 
the specified administrative powers). The Regulations give as an example 
of this a trust which is to expire upon the graduation of the grantor’s 
eighteen-year-old son from college. Also taboo is the trust with a reversion 
to the grantor dependent upon the grantor’s surviving a contingency of an 
insubstantial nature. 

However, subject to the foregoing restrictions, a short-term trust is 
still a most useful instrument by which to shift income among family mem- 
bers for income tax purposes, while at the same time assuring for the 
grantor the future return of his capital. In spite of the fact that such trusts 
have no estate tax benefits, because of the reversionary interest, taxpayers 
frequently prefer them, with the income tax savings possible thereunder, to 
a more complete divestment of all interest in their property. 


CHARITABLE TRUSTS 


Trusts set up for distributions to charitable organizations are treated 
much more leniently under the statute and the Regulations than those for 
the benefit of private individuals. For example, as indicated earlier, Section 
167(a)(3) provides an exemption for life insurance trusts set up to pay 
premiums on policies irrevocably made payable to charity. Thus, this 
method can be used to advantage in the case of an individual who expects 
to leave a share of his estate to charity. If he at present has policies on his 
life, he may assign them to a trust together with sufficient investments to 
provide for the payment of the annual premiums. If he makes the policies 
payable irrevocably to charity, the income necessary to pay the premiums 
will not be taxed to him. It is not necessary that the entire corpus of the 
trust go to charity; the statute only requires that the proceeds of the in- 
surance go there. The other investments held in the trust, to produce the 


* Id. § 39.22(a)-21(c) (2). 
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income necessary to pay the premiums, may go to designated members of 
the family without making the grantor taxable thereon. 

Without regard to life insurance, a trust may be established to pay all 
the income currently to a charity or to accumulate it for future distribu- 
tion to such a beneficiary. Under the provisions of Section 162(a), a trust 
which distributes income to a charitable organization or which perma- 
nently sets it aside for charitable uses and purposes, as defined in the char- 
itable contribution Section of the Internal Revenue Code,®*® is entitled to a 
full deduction therefor. Thus, the income from the property turned over 
to the trust is shifted out of the grantor’s gross income, and is wholly de- 
ductible by the trust, for Section 162(a) is not subject to the twenty per cent 
limitation on charitable gifts generally applicable to individuals. This type 
of charitable trust may be set up in the form of a short-term trust to 
terminate after ten years or more, with a reversion to the grantor. The 
grantor or his wife may be the trustee, for the prohibition as to certain 
administrative powers is not applicable in the case of short-term trusts of 
which the income is payable to charity. To an extent, such a trust gives 
the grantor the benefit of a double deduction for income tax purposes. 
According to a recent ruling of the Internal Revenue Service,® the grantor 
is entitled to a charitable deduction in the year in which he sets up the 
trust for the present value of the income interest for the ten-year period 
during which the income is to go to charity, subject of course to the 
limitation of twenty per cent of his adjusted gross income for that year.*! 
Then, he is also entitled to exclude from his income the income of the trust 
corpus for each of the succeeding ten years. In this way, he obtains the 
tax benefit of the charitable gift more than once.°? 

The income of the charitable trust does not actually have to be paid 
to the charity during the taxable year, provided that it is clear from the 
trust instrument that the income will definitely go to charity ®* at some 
future time. As a matter of fact, the actual charitable organization need 
not be in existence during the taxable year in question.®** The test is whether 
“, .. the right of the charitable organization to the income was irrevocably 
vested and not contingent.” ®° Moreover, the grantor may reserve to him- 
self the unrestricted power to designate from time to time the particular 


* Section 23(0). 

Rev. Rul. 194, 1953-20 LR.B. 2. 

™ Section 23(0). 

” Of course, the charitable deduction in the year in which the trust is established 
cannot equal the aggregate of the expected income for the next ten years, because such 
income must be discounted to give effect to the postponement involved. Also, the 
twenty per cent limitation on charitable deductions under Section 23(0) may curtail the 
possible benefit. 

* Bowers v. Slocum, 20 F.2d 350 (2d Cir. 1927). 

* Potter v. Bowers, 89 F.2d 687 (2d Cir. 1937). 

* Id. at 689. 
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charitable organization to receive all or a part of the current or accumulated 
income of the trust, without having attributed to him for tax purposes the 
income of the trust because of this control over the income.** 

Attention should, however, be called to recent limitations ®* put in the 
Internal Revenue Code curtailing the deductions under Section 162(a). 
These limitations are found in Section 162 (g) and were the result of certain 
abuses found to exist among charitable trusts. It should be noted that these 
limitations generally affect only the tax of the trust and do not impose a 
tax on the grantor with respect to the trust income. Subsection (g) pro- 
vides for three types of restrictions: prohibited transactions, unreasonable 
accumulations, and trade or business income. The prohibited transactions of 
the trust are those which are entered into with certain persons closely con- 
nected with the trust, such as the settlor or a substantial contributor to the 
trust, a member of the immediate family 8 of either, or a corporation, fifty 
per cent or more of the stock of which is owned by the grantor or such 
contributor. The transactions themselves are: loans without adequate 
interest and without reasonable security, the payment of unreasonable com- 
pensation for services rendered, the making available of services on a prefer- 
ential basis, the purchase of property for more than adequate consideration, 
the sale of the trust property for less than adequate consideration, or any 
other transaction which results in a substantial diversion of the trust prop- 
erty. These transactions are somewhat reminiscent of the “robber” powers 
which are taboo under the Clifford Regulations; *® however, the former will 
all involve actual events rather than the mere power to enter into such 
transactions. The penalty prescribed is the limitation of the deduction under 
162(a) to fifteen per cent 1° of the net income of the trust; however, this 
penalty applies only for years after the Internal Revenue Service has noti- 
fied the trust of the fact that it has entered into such a transaction, unless 
the trust entered into the transaction for the very purpose of diverting the 
trust property from the charitable purposes and unless the transaction in- 
volved a substantial part of the trust property. Deductions for gifts to such 
a trust are also denied during that period.’ 

Where trust income is accumulated for charitable purposes, subsection 
(g) provides that the deduction under Section 162(a) shall be limited to 
the amount actually paid to charity during the year and shall not exceed 
fifteen per cent of the net income of the trust if (1) the accumulations are 
unreasonable in amount or duration in view of the purposes of the trust, 


* U.S. Treas. Reg. 118, § 39.22(a)-21(2) (ii) (1953). 

* Revenue Act of 1950, § 321. 

* As defined in Section 24 (b)(2)(D) of the Internal Revenue Code. 

” US. Treas. Reg. 118, § 39.22(a)-21(e) (1) (1953). 

™ This percentage figure was not adjusted in 1952 to conform with the increased 
limitation in Section 23(0), Pub. L. No. 465, 82nd Cong., § 4 (July 8, 1952). 


™ Int. Rev. Cone, § 162(g) (2) (E). 








gM me: SREIRRRER SITES 





¢ 
B 
a 
& 











ee ee 








WINTER] THROUGH TRUSTS 553 
(2) they are used to a substantial degree for other than charitable purposes, 
and (3) they are invested so as to jeopardize the interests of the charitable 
beneficiaries. The Regulations 1° do not assist one to know exactly when 
these vague limitations are reached. However, they do indicate that capital 
gains retained in the trust generally will not be considered unreasonable 
accumulations. 

The third restriction contained in Section 162(g) with respect to 
charitable trusts relates to trusts with trade or business income or income 
from “‘ease-backs.” The objective of this limitation is to require that busi- 
ness income be taxed at least once before winding up in the hands of a tax- 
exempt organization. Accordingly, subsection (g)(1) denies a deduction 
under Section 162(a) for any income attributable to the conduct of an 
unrelated business or rents from long-term leases of property which was 
acquired with borrowed funds.1°? Thus, an interest in a proprietorship or 
a partnership ought not generally to be set up in a charitable trust, for the 
charitable deduction under Section 162(a) will be disallowed in the same 
proportion as the business income bears to the total income of the trust;!* 
this is also true with respect to the income derived from the special type of 
leases described above. 


TRUSTS AS PARTNERS 


So far most of the discussion has dealt with trusts which have been 
created to hold investment property, such as corporate securities. How- 
ever, the trust device may also be used to hold a going business, a proprietor- 
ship, or an interest in a partnership. The tax rules with respect to such 
trusts are the same generally as those applicable to trusts holding securities, 
provided that the trust is a true trust and not merely a substitute for a 
corporation. If the trust, in effect, is an association formed for the purpose 
of carrying on a trade or business, with the principal characteristics of a 
corporation—such as a centralized management, title to property vested in 
a single entity, readily transferable beneficial interests, continuity of interest 
unaffected by death of the beneficiaries, and limited liability—then the trust 
is not “an ordinary strict trust” #5 for income tax purposes, but is an asso- 
ciation taxable as a corporation.'°* With respect to the type of trust with 
which we are concerned for income tax planning, there is little danger of 
the “association” rule making it taxable as a corporation; the rule does not 
apply to trusts set up for the conservation of property and the collection of 


U.S. Treas. Reg. 118, § 39.162-3 (c) (1953). 
8 More particularly known as “Supplement U Leases,” and defined at great length 
in Section 423 of the Internal Revenue Code. 
™ US. Treas. Reg. 118, § 39.162-3(a) (2) (1953). 
Id. § 39.3797-3(e). 
6 Morrissey v. Commissioner, 296 U.S. 344, 56 Sup. Ct. 289 (1935). 
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income for “the beneficiaries who are not the voluntary planners or creators 
of the trust arrangement.” 1°7 

Frequently, in income tax planning, the property which the head of 
the family may desire to share with members of his family is tied up in a 
proprietorship or partnership. In such cases, it may not be wise or possible 
to make the other members direct owners or full partners with him in the 
business itself, due to their immaturity, inexperience in business affairs, lack 
of interest, or other reasons of unsuitability. Thus, the only solution may 
be through the use of the trust device, whereby the legal title to the interest 
in the business venture may be vested in a trustee for the benefit of the 
family members who otherwise could not appropriately enter into the active 
conduct of the business directly. When this route is selected, considerable 
care must be taken to see that the trust is not disregarded for tax purposes 
because the settlor has retained so much control over the interest which he 
intended to give away that he is still the owner in the eyes of the law. At 
the outset, it should be noted that the Clifford Regulations disclaim any 
jurisdiction over family partnership situations.1°° However, recent legisla- 
tion in the area of family partnerships was accompanied by committee re- 
ports referring specifically to the Clifford case in connection with the deter- 
mination of whether the donor partner has retained “so many of the inci- 
dents of ownership that he will continue to be recognized as a substantial 
owner of the interest which he purports to have given away.” 1° 

The test of a valid partnership between members of a family is “. . 
whether, considering all the facts, . . . the parties in good faith and acting 
with a business purpose intended to join together in the present conduct of 
the enterprise.” 14° To clarify the construction of the Supreme Court’s 
opinions in the Tower and Lusthaus cases,1!1 the Court indicated in the 
Culbertson case that the contribution of “vital services” or “original capital’”’ 
is not essential to a valid partnership. The general test supplied by Culbert- 
son is also applicable to a trust holding a partnership interest. While the 
test may be stated with some ease, its application to particular cases, and 
especially to trustee-partners, is extremely difficult; and we find cases “all 
over the lot.” However, a few definite conclusions can be stated in this 
area. 

It would seem clear that a trustee can be a partner in the operation of 
a trade or business 1!* and, as a matter of fact, the grantor-partner may also 


*7 U.S. Treas. Reg. 118, § 39.3797-3(a) (1953). 

8 Id. § 39.22(a)-21(f). 

7 House Ways and Means Committee Report, accompanying Revenue Act of 1951, 
§ 340. 

*° Commissioner v. Culbertson, 337 U.S. 733, 742, 69 Sup. Ct. 1210, 1214 (1949). 

™ Commissioner v. Tower, 327 U.S. 280, 66 Sup. Ct. 532 (1946); and Lusthaus v. 
Commissioner, 327 U.S. 293, 66 Sup. Ct. 539 (1946). 

12 Maiatico v. Commissioner, 183 F.2d 836 (D.C. Cir. 1950). 
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be the trustee.143 In the Stern case, shares of stock in a closely held corpora- 
tion were transferred by the principal stockholder to four trusts, of which 
he was trustee, for the benefit of his wife and three children. The cor- 
poration was thereupon liquidated and a limited partnership formed between 
the grantor-stockholder, as a general partner, and himself, as trustee under 
the four trust instruments, as limited partners. As general partner, the donor 
retained entire control of the partnership in himself, but the Tax Court held 
that this was usual in the case of limited partnerships, as provided by the 
laws of Illinois, under which the enterprise was operated. This Stern case 
seems to be about as close to the line as one can get without crossing over 
into the area of nullity.1!4 A more recent Tax Court case upholding a family 
partnership in which a trustee was a limited partner is Edward D. Sultan;\!® 
however, here the trustee was an unrelated and independent trustee, an im- 
portant fact favoring tax recognition of the partnership arrangement."® 

Of some interest, in showing that the same destination may be reached 
by more than one road, is a recent Fifth Circuit decision '!7 which reviewed 
a Tax Court case !8 denying partnership treatment to a trust which pur- 
ported to be a partner with the settlors in operating a Miami Beach Hotel. 
The settlors were husband and wife who, as partners, jointly owned and 
operated the hotel, and they conveyed an undivided one-third interest in 
the hotel to themselves as trustees for their minor daughter. There was no 
formal partnership agreement, but the evidence indicated an intent to give 
one-third of the profits from the operation of the hotel to the trust. The 
Tax Court held the trust was not a partner and therefore not entitled to 
share any of the operating profits of the hotel. However, the Court of 
Appeals for the Fifth Circuit, in reversing the case, held that while a partner- 
ship may not exist between the trust and the settlors, some of the income 
from the operation of the hotel must be shifted to the trust in recognition of 
the business use of the one-third interest in the hotel property held by the 
trust. 

As a warning, there appear to be almost as many cases which deny 
recognition to trustee-partners as there are holding them valid. The main 
reasons for the failure of such partnerships to be accorded partnership treat- 
ment are: lack of an independent trustee, no services rendered by the 
trustee (even of an advisory nature), no power in the trustee to withdraw 


*’ Theodore D. Stern, 15 T.C. 521 (1950). The Tax Court in this case refused to 
follow an Iowa District Court decision which had held that a trust cannot be a partner 
for tax purposes because such a relationship was impossible at common law, Hanson v. 
Birmingham, 92 F. Supp. 33 (D.C. Iowa, 1950). 

™* There were five dissents in the Stern case. 

518 T.C. 715 (1952). Here, too, there were five dissents. 

*° Louis R. Eisenmann, 17 T.C. 1426 (1952). Here, the independent trustee actively 
participated in some of the partnership decisions. 
™" Wofford v. Commissioner, 207 F.2d 749 (5th Cir. 1953). 

*8 Tatem Wofford, 10 T.C.M. 692 (1951). 
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the trust’s share of profits or to withdraw its capital investment from the 
firm, and a specific limitation upon the right of the trustee to enter into the 
management decisions of the firm. It is usually a combination of these 
factors,!® rather than any single one of them, which defeats the intention 
of the parties. 

An Internal Revenue Mimeograph 17° announced the position of the 
Internal Revenue Service with respect to pre-1951 family partnership cases. 
It generally follows that approach taken in the cases discussed above. For 
example, it states that “the Bureau does not adhere to the view that a trus- 
tee cannot in any circumstances become a partner for income tax pur- 
poses...” 1°! and that “. . . recognition of a trustee as partner for income 
tax purposes must turn upon the principles relative to family partnerships 
generally.” 122 It points out, as emphasized in the Culbertson case, that the 
absence of “original capital” creates, rather than answers the question at 
issue; in other words, the gift of an interest in a partnership is reason for 
scrutiny but is not the basis for adverse determination. 

The reason for restricting the foregoing Mimeograph to pre-1951 cases 
was that the Revenue Act of 1951 amended the statute for taxable years 
beginning after 1950. The purpose of the legislation was, according to the 
Committee Reports,!** “to harmonize the rules governing interests in the 
so-called family partnership with those generally applicable to other forms 
of property or business.” It added a new sentence to the definition of 
partner in Section 3797(a)(2) to require tax recognition of a partner “if 
he owns a capital interest in a partnership in which capital is a material 
income-producing factor” whether or not derived by gift. The effect of 
this addition cannot be said to be much more than a change in emphasis, 
for the cases prior to 1951 did not hold family partnerships invalid on the 
ground that gift capital was involved; as Mimeograph 6767, supra, indicates, 
Culbertson never held “original capital” to be necessary. The question still is 
whether the donee of the partnership interest is the owner in fact. It should 
be noted particularly that this legislation does not affect partnership in 
which capital is not involved. The gift of an interest in a partnership which 
derives virtually all of its income from personal services of the donor 
partner certainly will not operate to shift taxable income to the donee 
partner; it would amount to nothing more than an assignment of future 
earnings, to be disregarded under the Horst doctrine.!*4 


“Theodore Koppelman, 10 T.C.M. 1208 (1951). The trustees were not inde- 
pendent; they rendered no advisory services as trustees; and they had no power to 
withdraw income or capital. Similarly, in James C. Coughlin, 9 T.C.M. 832 (1950). 


0 Mim. 6767, 1952-1 Cum. Butt. 111. 
1 7Td, at 118. 
2 Ibid. 


*’ House Ways and Means Committee Report, Revenue Act of 1951, § 340. 
™ Helvering v. Horst, 311 U.S. 112, 61 Sup. Ct. 144 (1940). 
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The 1951 legislation also added a new section to the Code providing 
that in the case of family partnerships, the donee partner shall include in 
his gross income his distributive share “except to the extent that such share 
is determined without allowance of reasonable compensation for services 
rendered to the partnership by the donor, and except to the extent that the 
portion of such share attributable to donated capital is proportionately 
greater than the share of the donor attributable to the donor’s capital.” The 
general effect of this provision is to restrict the donee’s take to that part 
of the profits which is attributable to the gift capital, when compared to 
the interest retained by the donor. This would authorize, in substance, the 
Commissioner and the courts to arnend the partnership agreement in so far 
as the distributive shares of the donee and donor partners are concerned. 
This could not be done prior to the 1951 legislation.1?5 

The Regulations 12° issued under the 1951 legislation follow generally 
Mimeograph 6767; as a matter of fact, the entire approach taken in the 
Mimeograph seems to reflect the enactment of the 1951 legislation, although 
this legislation was not actually made retroactive. As guides to the taxpayer 
in determining where the sharp, but invisible, line is between validity and 
invalidity of a trust-partnership arrangement, the Regulations indicate that 
an independent trustee who participates in the firm and who receives dis- 
tribution of the trust’s share in the profits will ordinarily be recognized as 
a partner unless there is a retention of control by the grantor inconsistent 
with the attribution of ownership in the trustee. On the other hand, when 
the trustee is the grantor or a person amenable to his will, then he will be 
recognized only if he actively represents and protects the interests of the 
beneficiaries in accordance with the obligations of a fiduciary.'*7 

The Regulations, as would be expected, are stricter with respect to 
limited partnerships, in view of the fact that such partnerships may very 
easily be used to retain in the grantor-partner virtually all the incidents of 
ownerships. While the Regulations do not state that a trustee may be a 
limited partner, it would appear that he could be if the other tests in the 
Regulations are met. But if the limited partner’s right to withdraw his 
interest is substantially restricted, or if the general partner retains any other 
control substantially limiting the rights which unrelated limited partners 
ordinarily would have in normal business relationships, then the ownership 
of the trustee-partner would be strongly suspect.!8 


MULTIPLE TRUSTS 


In income tax planning, the greater the number of taxable entities 


™ Canfield v. Commissioner, 168 F.2d 907 (6th Cir. 1948); Harry S. Davega, 11 
T.C.M. 290 (1952). 

© US. Treas. Reg. 118, § 39.191-1(b) (7) (1953). 

*" Id. § 39.191-1(b) (7). 

8 Id. § 39.191-1(b) (9). 
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within the family group the more income will be taxed in the lower surtax 
brackets. There are two offsetting factors resulting from the splitting of 
income among family members and trusts; one, trusts are given an exemp- 
tion of only $100 12° instead of the exemption of $600 to individuals and 
estates; and, two, the $600 credit for a dependent is lost when the dependent 
receives gross income of $600 or more during the taxable year.48° However, 
the effect of these two factors is very quickly swallowed up by the tax 
saving attributable to the placing of more income in lower brackets. 

Accordingly, it will generally be highly desirable to set up separate 
trusts for each member of the family who is to be a beneficiary. To make 
certain that the trusts will be treated as separate and distinct entities by the 
Internal Revenue Service, it is wise to have a separate trust instrument for 
each trust intended to be set up by the settlor. This, however, does not 
mean that the trust property must be also physically broken up or segre- 
gated from that held by the other trusts. “Where there is an intention to 
create separate trusts, the fact that ‘the trusts’ are ‘kept in one fund’ does not 
necessarily defeat the intention and require the conclusion that there is but 
a single trust.” 181. An undivided interest in property may constitute the 
corpus of a trust, and it is not necessary that there be an actual division of 
the corpus to have more than one trust.!8? 

It is the intention of the settlor, as reflected in the trust instrument,!33 
which determines the number of trusts created. For example, where the 
trust agreement provided that the trustee shall divide the trust property into 
three equal shares, one for each of the settlor’s children, the fact that the 
agreement failed, in other respects, to refer to the trust in the plural did 
not militate against the conclusion that the settlor really intended three 
trusts to be created.!54 

As a refinement of the multiple trust principle, there may be created 
subsidiary trusts which are beneficiaries of another underlying trust.!> In 
this way there may be further division of the taxable entities within the 
family. Here, again, the intention of the settlor will determine the exist- 
ence or nonexistence of such a subsidiary trust.18* If the trust agreement 
registers an intention on the part of the settlor to have the income of the 
principal trust distributed to another, subsidiary, trust, to be invested and 


Int. Rev. Cope, § 163(a) (1). 

™ Id. § 25(b) (1) (D). 

™ United States Trust Co. of New York v. Commissioner, 296 U.S. 481, 487, 56 Sup. 
Ct. 329, 332 (1936). 

*82 MacManus v. Commissioner, 131 F.2d 670 (6th Cir. 1942). 


*® Huntington National Bank v. Commissioner, 90 F.2d 876 (6th Cir. 1937); Helms 
Bakeries, 46 B.T.A. 308 (1942). 


™ Kohtz Family Trust, 5 T.C. 554 (1945); see also Union Trust Co. of Butler v. 
Commissioner, 84 F.2d 386 (3d Cir. 1936). 


*85 See L. KENNEDY, INCOME TAXATION OF TRUSTS AND Estates, § 4.14 (1948). 
*° Urquhart v. Commissioner, 125 F.2d 701 (9th Cir. 1942). 
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held for the benefit of a member of the family, then the courts must recog- 
nize this additional tax unit, permitting a deduction to the principal trust 
under Section 162(b) for current distributions to the subsidiary trust and 
imposing a tax on the subsidiary trust at its own (and lower) rates.197 


QUASI TRUSTS 


As an appropriate conclusion, we might consider a very recent District 
Court case which held certain capital gains taxable to no one.'** It would 
seem that gold had been found in Hawaii. However, lest we all be led 
astray by such good news of a brand new type of exempt income, the 
decision deserves some thoughtful analysis. 

The facts in this interesting case are quite simple. In 1935, Mr. 
Richard A. Cooke gave certain shares of stock in a family holding company 
to Mrs. Cooke, “for the term of her natural life,” with the remainder to 
such of their children who should survive her. Mrs. Cooke had the right 
to use all the income from the stock, with full authority to sell the stock 
and reinvest the proceeds, and “to manage and control said property 
... and to exercise all rights and power of ownership with respect thereto.” 
Mrs. Cooke, under the terms of the deed of transfer, was freed from all 
liability for waste and was not required to give bond for the preservation 
of the property. In 1942, the holding company was dissolved and Mrs. 
Cooke received, in liquidation, stock in various Hawaiian corporations 
which had appreciated substantially in value, resulting in taxable gain. As 
the opinion of the District Court points out, “there was some doubt as to 
whom the gain would be chargeable for the purpose of paying the income 
tax thereon.” While Mrs. Cooke showed the gain therefrom on her indi- 
vidual tax return, she denied liability because it was not her income. Also, 
to be safe, she filed a fiduciary return, reporting the gain and paying the 
tax shown to be due, but, at the same time, asserting no liability therefor 
as a fiduciary. She sued for a refund of this tax. The District Court found 
that the deed of gift set up a legal life estate in Mrs. Cooke and a contingent 
remainder in the stock to the children who may survive her; it thought 
that the grant of powers to Mrs. Cooke and the exculpations from liability 
indicated an absence of an intention on the part of Mr. Cook to make his 
wife a trustee. Accordingly, Mrs. Cooke got her money back,'%® and no 
one else would appear to be taxable upon the gains; the remaindermen at 
that time were not taxable thereon, for their interest was wholly dependent 
upon their outliving their mother. Thus, the District Court for Hawaii 


"Lynchburg Trust & Savings Bank v. Commissioner, 68 F.2d 356 (4th Cir. 1934), 
cert. denied, 392 U.S. 640, 54 Sup. Ct. 773 (1934). 

*8 Cooke v. United States, 53-2 U.S.T.C. 4 9598 (D.C. Hawaii, November 2, 1953). 

The time for appeal, however, by the Government has not yet expired. 
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seems to have found a vacuum, despite the “abhorrence” of the same by 
those in authority. 

However, the existence of such a “neverland” is extremely doubtful. 
While the court apparently relies heavily on the statement in 1 Bogert, 
Trusts and Trustees, 1951, Section 27, that “life tenants are held by the 
better reasoned cases not to be trustees in any strict sense” (underlining 
added,) it ought to be borne in mind that the term “trust” and “fiduciary” 
are not used in as strict a sense in the Internal Revenue Code as might be 
true at common law. For example, fiduciary is defined in Section 3797 (a) (6) 
of the Code to mean “a guardian, trustee, executor, administrator, receiver, 
conservator, or any person acting in any fiduciary capacity for any person” 


(underlining added). While the court considered the obligation of Mrs. 
Cooke “to care for this estate assiduously . . . almost entirely a moral one,”?*° 
surely she could not legally give the property away or allow another to 
take it without adequate consideration. Without such obligations, Mrs. 
Cooke herself would be taxable upon the gains, for the entire property 
would then be subject to her “unfettered command.” 41 Yet the court 
indicates in its opinion that she can never obtain the benefit of the gains 
in question. 

A number of cases have held that the trust does not have to be a formal 
or strict trust to be classed as a trust under Section 161, which taxes to the 
“fiduciary” !4? “income accumulated in trust for the benefit of unborn or 
unascertained persons or persons with contingent interests.” 14% For ex- 
ample, dividends declared by a corporation which were required to be 
withheld by the corporation pursuant to a court order obtained by the 
Alien Property Custodian were held to be taxable, under Section 161(a), 
to the corporation itself as a “fiduciary” for the benefit of unascertained 
owners of the stock.14* There was no true trust relationship here; the most 
that the Court of Appeals could say for the arrangement was that “these 
proceedings were clothed with the characteristics of a trust within the 
provision of section 219(a) [now section 161(a) of the Internal Revenue 
Code] of the Revenue Acts of 1918 and 1921” (brackets added).14° In 
another case '46 involving the taxability of income from funds held by a 
receiver appointed by a court pending review of a decision, the Court of 


Cooke v. United States, supra note 138. 

™ Corliss v. Bowers, 281 U.S. 376, 50 Sup. Ct. 336 (1930). 

*? Int. Rev. Cope, § 161(b). 

8 Id. § 161(a) (1). 

“Ferguson v. Forstmann, 25 F.2d 47 (3d Cir. 1928). 

Id. at 49. 

“° Hart v. Commissioner, 54 F.2d 848 (1st Cir. 1932); see also, Buckley v. Com- 
missioner, 66 F.2d 394 (2d Cir. 1933), cert. denied, 290 U.S. 698, 54 Sup. Cr. 208 (1933), 
(holding that the Chamberlain of the City of New York was taxable as trustee on income 
from funds held by him pursuant to court order for the benefit of unascertained persons). 
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Appeals for the First Circuit held that the receiver was taxable thereon as 
a “fiduciary,” though there was no strict trust relationship present. The 
court held that “the word ‘trust’ as here used does not necessarily mean a 
technical trust but has reference to any person who appears to be the 
custodian of funds belonging to another or to unascertained persons.” The 
court went on to state that “such a person is ‘acting in a fiduciary capacity’ 
within the definition of ‘fiduciary’ as appears in section 200 [now section 
3797(a)(6) of the Code] of the Act” (brackets added) .147 

Examining the authorities upon which the District Court would rest 
its decision, we find that Mary M. Shea ‘4° is relied upon as holding that 
“the usual life tenant is not a trusteé for remaindermen for tax purposes.” 14° 
However, the Shea case is hardly strong authority for the Cooke case; it 
involved real estate held by a widow for life with vested remainders in her 
four adult daughters. Mrs. Shea and her daughters sold the real estate at 
a gain. The Commissioner sent a notice of deficiency for tax on the gain 
to Mrs. Shea as trustee. Mrs. Shea then, as an individual, filed a petition to 
the Board of Tax Appeals, which was in turn dismissed for lack of jurisdic- 
tion, because Mrs. Shea did not appear as a trustee. The Board added that 
“the property was not held in trust,” and further indicated that “the 
remaindermen have made no move and the Commissioner has not moved 
against them.” There would seem to be no doubt but that the daughters 
(the remaindermen) were taxable on the gain; they were “ascertained” and 
they had vested interests in the property. As a matter of fact, they joined 
in on the sale of the property. Mrs. Shea could not have sold it without 
them. This is far different from the case of Mrs. Cooke, the life tenant with 
a power of sale, coupled with an obligation to preserve the property for 
unascertained remaindermen. 

The next case cited by the District Court is Myrtle Mercer,’®° but it, 
too, is hardly apt. The taxpayer, who was given a life estate in property 
left by her husband with a vested remainder to her children, claimed that 
the bequest was one in trust and filed tax returns reporting the income from 
the property as trust income. The Tax Court held that there was no trust 
at all and that she was taxable on the entire income from the property. The 
question in the Mercer case was not as to the tax treatment of income which 
belonged to the remaindermen. It merely involved the current ordinary 
income of the property of which the taxpayer was the life tenant; in any 
event, whether she was a beneficiary of a trust or a mere life tenant, she 
was currently taxable on the income. 

The only other authority, involving the tax treatment of life estates and 


™ Hart v. Commissioner, sapra note 146. 
48 31 B.T.A. 513 (1934). 

*° Cooke v. United States, supra note 138. 
07 ‘T.C. 834 (1946). 
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trusts, which is cited in the Cooke case as authority for its decision is 
G.C.M. 14693.15! This G.C.M. dealt with a situation similar to that in the 
Shea and Mercer cases, where the remaindermen were ascertained and their 
interests were vested. Here, the life tenant and remaindermen joined to- 
gether in the sale of the property, and the opinion of the Assistant General 
Counsel 152 for the Bureau of Internal Revenue was that each of them were 
taxable individually on the sale of their own separate legal interests in the 
property. 

In conclusion, and in a sense of caution to any who might still give 
undue weight 18 to the Cooke case, it might be fitting to quote from the 
Hart case: 14 “It is the policy of the government to tax incomes above cer- 
tain amounts of every class, with few exceptions, however and by whom- 
soever received or possessed.” 


1 1935-1 Cum. BuL. 197. 

* Robert H. Jackson, now Associate Justice of the Supreme Court of the United 
States. 

8 The only case which might tend to support the Cooke holding, in the opinion 
of the author, is Loft, Inc. v. Guth, 19 A.2d 721 (Del. 1941), involving property held by 
a sequestrator under court order for the benefit of owners to be determined in a pending 
court case. The opinion is not persuasive, nor are the authorities relied on particularly 
cogent. It is in direct conflict with the decisions of the First, Second and Third Circuits, 
previously cited. 

4 Hart v. Commissioner, 54 F.2d 848, 850 (1st Cir. 1932). 








INCOME TAX PLANNING IN THE 
DECEDENT’S ESTATE 


BY ALFRED T. CAPPS* 


THE PURPOSE OF INCOME TAX PLANNING in estate administra- 
tion is to attain the most economical solution to the executor’s various tax 
obligations. Like such planning in other fields, ‘the objective here is 
familiar, but for what it may lack in originality it often more than makes 
up in complexity. 

Income tax planning in estate administration is limited to the brief 
interval between the date of the executor’s appointment and the final settle- 
ment and distribution of the estate. Yet within that period of time few 
fields of law will present a fiduciary with a greater variety of options, 
statutory elections, and administrative decisions, or with a wider range of 
factual settings for their determination. An executor has not only his own 
tax problems but those that he inherits from his decedent, and to a greater 
or lesser degree he takes on the tax problems of those who are to receive 
the estate either as income beneficiaries or remaindermen or both. His 
opportunities, as well as his obligations, are unique. 

An executor has many duties in connection with the administration of 
the estate, but the government regards the payment of federal taxes as his 
most important one. The Treasury Department looks directly to the execu- 
tor as the decedent’s representative to make the necessary returns and to 
satisfy the tax obligations of the decedent and his estate. Unless he exercises 
reasonable care he may incur a personal liability to the government and 
he can protect himself only by complying strictly with certain statutory 
and regulatory requirements.! 


THE PROBLEMS TO BE CONSIDERED 


It will be our purpose to be concerned as little as possible with the 
multitude of technical rules which are common to most returns and which 
appear in infinite variety and in unexpected places. Neither will we become 
seriously involved with the various questions that may arise in the com- 
putations of net income, or in the calculations of taxes, except in those few 
instances where it may be desirable for illustrative purposes. For simplicity, 
the representative of a decedent’s estate will be referred to throughout as 
the executor, although the situation of an administrator is identical. 


* ALFRED T. CAPPS. A.B. 1927, Illinois College; J.D. 1930, University 
of Chicago; Second Vice President and Manager of the Tax Division 
of The Northern Trust Company, Chicago. 


"Int. Rev. Cope, §§ 275(b) and 312 (a) and the regulations pertaining to them. 
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The executor’s tax problems are so diverse and their degrees of relative 
importance vary so greatly from estate to estate, that it would be fool- 
hardy to suggest that any one plan might be suitable for all, or even for 
most, of the possible combinations of circumstances that are likely to arise. 
Nevertheless, a few propositions are common to most estates, and a rea- 
sonably chronological study of them may be of some assistance in organiz- 
ing if not in answering the executor’s problems. The subject matter, un- 
fortunately, does not lend itself to a completely chronological presentation, 
and such wanderings as may appear, seem inevitable. It will be our aim 
to direct this article almost exclusively to the organizational rather than the 
technical aspects of planning, and this will lead us to a discussion of some 
of the curious, and often unanswered problems that are peculiar to the tax 
returns of an executor. 


TAXES ARE A PRIMARY OBLIGATION 


As has already been mentioned, an executor, in undertaking his obliga- 
tion as a fiduciary, puts himself to some extent in the position of an under- 
writer of the estate’s tax obligations. The estate is primarily liable, of course, 
but the executor might prejudice both himself and the estate if he does not 
take all those steps designed to provide him with knowledge of his tax 
liabilities, and if he does not make adequate provision for their payment. 
That his fiduciary obligation is not taken lightly by the government is best 
attested by the provisions of Revised Statutes 3467 which provide that 
every executor who pays, in whole or in part, any debt due by the person 
or estate for whom or for which he acts before he satisfies and pays the 
debts due to the United States shall become answerable in his own person 
and estate to the extent of such payments for the debts so due to the 
United States, or for so much thereof as may remain due and unpaid. 
Further, Regulations 111, Section 29.162-1 provide that liability for payment 
of the tax attaches to the person of the executor up to and after his dis- 
charge, if, prior to distribution and discharge, he had notice of his tax obli- 
gations or failed to exercise due diligence in ascertaining whether such 
obligations existed. (Italics supplied) 

Naturally, the executor will be aware of any possible additional tax on 
the returns that he will file on behalf of the estate, but he will not neces- 
sarily know what additional tax may be asserted on returns filed by the 
decedent during his lifetime. In the absence of a closing agreement or 
other final determination of the tax, the decedent’s returns are subject to 
review for the usual three year limitation period, and, if over twenty-five 
per cent of gross income was omitted the effective statute of limitations runs 
for five years. If no returns were filed, or if the returns are considered 
fraudulent, there is no protective statute whatever. 

To provide against both the unknown liabilities on returns that he did 
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not prepare, and to obtain a final determination of liability on the returns 
he does file, the executor should take such measures as will satisfy the 
obligation of using “due diligence” in ascertaining his obligations, and of 
course, he should not hasten the payment of debts or make an early dis- 
tribution of the estate before his federal taxes are finally determined. Only 
those debts having priority over federal taxes can safely be paid. So long as 
there is substantial doubt as to his tax liabilities, he should retain sufficient 
property to satisfy them. 


NOTICE OF FIDUCIARY RELATIONSHIP 


The first statutory requirement is that the executor notify the Com- 
missioner of the establishment of the fiduciary relationship.? This should 
be done promptly. Later on the executor may, if he chooses, accelerate 
the determination of his income tax liabilities by invoking Code Section 
275(b). This will be discussed later. 

The sole purpose of this notice is to inform the Commissioner that 
the executor is now the proper representative of the decedent and his 
estate and that he is the person entitled to receive notice of the imposition 
of a tax against the person whom he represents. Further, it both facilitates 
the assessment and collection of the tax and affords the executor the oppor- 
tunity of contesting any liability that may arise upon audit. The Regula- 
tions provide that after such notice is given the fiduciary shall assume the 
powers, rights, duties, and privileges of the taxpayer for whom he acts and 
thereupon the Commissioner will deal directly with him. 

This notice must state the name and address of the person for whom 
the fiduciary is acting and the nature of the liability of such person. Proper 
evidence of the fiduciary’s authority to act, such as a certified copy of 
letters testamentary should be filed with, and made a part of the notice. 

This notification, of course, is only a preliminary step in the deter- 
mination of tax liabilities, but it would appear to be an essential one if a 
question should ever arise as to whether everything was done that a diligent 
executor should do. 


THE DECLARATION OF ESTIMATED TAX 


No declaration of estimated tax need be filed by the executor subse- 
quent to the date of death and no payments need be made on the decedent’s 
declaration. Any notice of installment of estimated tax due after the date 
of death should be returned to the District Director with a statement of 
the date of death of the taxpayer. 

While executors are thus spared the burden of tax estimation, estate 
beneficiaries are not. In fact their problems in regard to declarations of 


2 Int. Rev. Cope, § 312(a). 
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estimated tax are usually increased. For example, a distribution of income 
during the period of administration may make it necessary for the dis- 
tributee to amend his declaration or file his return prior to the ordinary 
due date in order to avoid statutory penalties. 

Also, if the beneficiary is a surviving spouse and the decedent had 
joined with her in a joint declaration, she becomes liable for the payment 
of subsequent installments of the joint estimated tax, unless she files an 
amended declaration setting forth the amount of her estimated separate 
tax, or unless she and the executor elect to continue payments of the in- 
stallments on the basis of the joint declaration previously made.’ If she 
elects to file an amended declaration of estimated separate tax, the payments 
previously made pursuant to the joint declaration may be divided between 
her and the decedent in such proportions as she and the executor may agree. 


JOINT RETURNS AND THE APPORTIONMENT 
OF LIABILITY 


A distribution of income to the surviving spouse in a year in which 
she and the executor elect to file a joint return gives rise to three trouble- 
some problems. These are: (1) the desirability of filing a joint return or 
separate returns; (2) the apportionment of liability if a joint return is 
selected; and (3) the determination of the decedent’s share of a joint lia- 
bility deductible on the federal estate tax return. 

The executor and a surviving spouse may elect to file a joint return 
for the year in which the death occurred as well as for the preceding year 
if no return has been filed for such preceding year.* Usually a joint return 
will provide a lower tax than the aggregate taxes on separate returns. The 
saving is usually the greatest where there is a marked disparity between the 
decedent’s prior-to-death income and the income of the surviving spouse. 

Although a joint return may have advantages, it may also present some 
drawbacks. Both the estate and the surviving spouse become jointly and 
severally liable, and the financial standing and responsibility of the surviv- 
ing spouse may be of some concern to the executor. This danger is usually 
slight, however, where the surviving spouse is the principal beneficiary of 
the estate. 

As to the practical problem of apportionment of a joint tax liability, 
this may be accomplished in any one of a number of ways so long as it is 
acceptable to the executor and to the surviving spouse. An apportionment 
on the basis of the relative net taxable income of each to the combined 
taxable income may be considered reasonable, but apparently the method in 


° US. Treas. Reg. 118, § 39.58(c)-1 (1953). 

*On August 2, 1951, the Illinois Legislature added Section 340a to the Probate Act, 
allowing probate courts to grant permission to executors to join with the surviving 
spouses in the making of joint returns. Int. Rev. Stat., c. 3, § 495a (1953). 
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most common use is to apportion the tax on the basis of the ratio of the 
individual tax liability of each to the combined tax liability. Other methods, 
of course, are possible. 

Code Section 812(b) provides that in determining the net taxable estate 
for federal estate tax a deduction is allowable for the personal obligations 
of the decedent. This includes his liability for unpaid income tax, and if 
a separate return is filed the entire liability is deductible. However, if a 
joint return is entered into, and the decedent’s proportionate share of the 
joint liability is less than it would have been on a separate return, is the 
estate tax deduction limited to the, smaller amount? This question is not 
free from doubt, but let us assume that the estate tax deduction is limited 
to such reasonable share of the joint liability as may be agreed to by the 
executor and the surviving spouse. The following illustrations suggest that 
under certain circumstances, at least, the estate tax deduction for a de- 
cedent’s prior-to-death income tax liability may be increased by a distribu- 
tion of income to the surviving spouse. 

Suppose the decedent’s net taxable income on his final return was 
$20,000. His tax liability on a separate return would be $8,116, while on a 
joint return, assuming that his spouse has no income, the tax would be 
$5,912. If the executor makes a current distribution of $10,000 to the sur- 
viving spouse, the total income on which a joint tax is calculated is $30,000, 
and the tax on the joint return is increased from $5,912 to $10,592. If this 
joint liability is divided in the proportion that the decedent’s income bears 
to the income of the surviving spouse, the tax attributable to the decedent 
is $7,051.32, while if the apportionment is made on the basis of the ratio 
of the individual tax liability of each to the combined individual tax lia- 
bility, the decedent’s share would be $7,749.28. 

Under either method, it is apparent that the decedent’s share of lia- 
bility is increased over his minimum, and presumably the estate tax deduc- 
tion is also increased. 


THE DECEDENT’S FINAL INCOME TAX RETURN 


The first tax return ordinarily required of the executor is that for the 
decedent for the period ending at his death. The same rules apply whether 
this return is filed separately or as a joint return. It should also be remem- 
bered that if this final return is a joint one with a surviving spouse, it will 
be the last one in which there will be a possibility of obtaining the advantage 
that often lies in “income splitting.” 

If, as is usually the case, the decedent was reporting his income on the 
cash basis, only the income actually or constructively received by him 
before his death is includible in this return, and only those deductible ex- 
penses actually paid can be used as deductions. This, like most general rules, 
is subject to exceptions. 
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Installment Sale Receipts 


One important exception relates to installment obligations, in a case 
where the decedent had made a sale under circumstances qualifying for the 
special provisions of Code Section 44 and had elected to avail himself of 
that provision. His death and the transmission of the installment obligations 
to his estate is a disposition within the meaning of Section 44(d) and the 
unreported gain is includible in the decedent’s final return, unless the 
executor elects to file a bond insuring that whoever receives the remaining 
installments will report in his income tax return the same proportion of the 
payments as would have been returnable by the decedent had he survived 
to receive them. If the executor elects not to file a bond, the unreported 
gain becomes includible in the decedent’s final return, and the tax on the 
remaining installments is payable on that return. If “income splitting” is 
possible on a final joint return, an advantage may lie in accepting the lia- 
bility immediately. 

Since, as previously mentioned, the prior-to-death income tax liability 
constitutes a debt deductible in the computation of estate and inheritance 
taxes, an additional consideration is presented in determining the advisa- 
bility of accepting the full income tax liability in the decedent’s final return, 
rather than in deferring it. Other factors to consider, in arriving at a deci- 
sion, include the anticipated income tax rates of the estate or other prospec- 
tive transferee of the obligation, the cost of obtaining the bond, etc. 


Receipts Not To Be Included in Decedent’s Return 


Salaries and bonuses earned but not paid or credited at the date of death 
are not to be included in the decedent’s final return, and when they are paid 
to the executor should not be subject to withholding by the employer. This 
type of receipt, ordinarily called “income in respect to a decedent,” is dis- 
cussed later in more detail. 

Generally the gross income of a decedent for the taxable year in which 
the date of his death falls is computed on the same basis and under the same 
methods of accounting followed by the decedent. 


THE EXECUTOR’S FIRST FIDUCIARY RETURN 


The executor’s returns are not always a matter of deep complexity. In 
many estates, particularly where the federal estate tax is not involved, the 
executor’s various elections may be isolated and the answers arrived at 
simply by the use of arithmetic. It is in the larger, more complicated estates 
that the problems are likely to be numerous, and it is in his first fiduciary 
return that the executor will usually find his greatest concentration of 
options, statutory elections, and other choices that are most likely to affect 
his entire aggregate of taxes. It is in this return that the executor will make 
his first tax accounting on the earnings of the estate. 
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Allocation of Income Items and Deductions 


The executor’s tax savings possibilities are principally (although not 
exclusively) confined to the selection of the return or returns in which an 
item of income is eventually to be taxed, or in which a deduction is to be 
taken. The background of his analysis should therefore be a comparison 
of the combinations of the probable top effective tax rates on: (1) his 
federal estate tax return; (2) his various income tax returns; and (3) the 
returns of those beneficiaries to whom he may, at his discretion, make pay- 
ments of such of his income as may qualify as “currently distributable.” 

This ability to shift income from one return to another, and to take 
deductions for certain expenses in the returns of his choosing usually leads 
to the following three problems: 


1. Will it be profitable to the estate and to the income beneficiaries 
to retain and pay a tax on the currently distributable income in the 
executor’s return? Or should some or all of it be distributed so that 
it will be included in the individual income tax return of the bene- 
ficiary rather than in the fiduciary return of the executor? 

2. Will the greater benefit be obtained by deducting the administra- 
tion expenses on the fiduciary income tax return, or on the federal 
estate tax return, or should they be apportioned? 

3. If securities are sold for an amount greater than their value at the 
date of death, will the selection of the date on which the estate is 
to be valued for federal estate tax purposes create a capital gain? 


These three propositions have an undeservedly innocent appearance, 
and the executor may have to be a bit ingenious to find the right answers, 
not because the questions themselves are difficult—for they are not—but 
because his decisions may have to be made, and made irrevocably, before 
he is normally in a position to know their total effect on all the returns he 
may be required to file. 

If he retains or distributes income, or if he deducts or fails to deduct 
his administration expenses, he will have irrevocably committed himself, 
and cannot thereafter alter the tax consequences of his action. 

Curiously, these timing problems often stem from such a simple and 
uncontrollable circumstance as the time of year in which the decedent 
happens to die, and they most often arise when the death occurs in mid- 
year and least often when it occurs either very early or very late in the year. 


Comparison of Federal Estate with Income Tax Rates 


As a starting point, the executor will wish to make a preliminary com- 
parison of his probable federal estate tax rate with the probable income tax 
rate applicable during the accounting period covered by his first fiduciary 
return. In all of his planning, he must be aware of the disproportionately 
high rate of income tax as compared to the federal estate tax. A compara- 
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tively modest amount of taxable income will reach a top effective income 
tax bracket that is equalled by the federal estate tax on only a very large 
estate. At 1954 tax rates, the following table shows this striking comparison. 


Federal Estate Tax Maximum Income Tax Maximum 
Net taxable estate rate Net taxable income rate 
40,000 to 50,000 22% 0 to 2,000 20% 
60,000 to 100,000 28% 4,000 to 6,000 26% 
500,000 to 750,000 35% 6,000 to 8,000 30% 
1,250,000 to 1,500,000 42% 10,000 to 12,000 38% 
2,500,000 to 3,000,000 53% 14,000 to 16,000 47% 
3,000,000 to 3,500,000 56% 16,000 to 18,000 50% 
1O,GOB 000) G0. 5 ose e050 71% 50,000 to 60,000 13 yo 


The disparity in the rates is even greater if a marital deduction is taken 
in the federal estate tax return. The estate tax rate can usually be estimated 
with considerable accuracy because the brackets between rate changes are 
relatively large. The determination of the probable income tax rate, how- 
ever, may depend upon a number of things that are not so readily ascer- 
tainable. 


Varied Types of Receipts 


As an approach to the determination of the probable income tax rates 
on the first fiduciary return, the executor should first find out what income 
is bound, in any event, to be included in this return. 

During the period commencing with the date of death, and ending at 
such time as the executor elects to close his income tax accounting period, 
his gross receipts will be of a wide variety and will have many different tax 
characteristics. Some of his receipts will be of income properly taxable in 
the return for the period prior to death, such as salaries or bonuses con- 
structively received by the decedent during his lifetime. Others will be 
income identifiable as “income in respect of a decedent” subject to the pro- 
visions of Code Section 126, as described below. Still other receipts will be 
of a capital nature and nondistributable. There will also be the current 
earnings on the securities composing the estate, which may be distributable 
at the executor’s discretion. 

These various types of income must be sorted out and analyzed, not 
only in accordance with the general rules of federal income tax law, but 
also in accordance with the provisions of the will and of the state laws 
which govern the executor’s accounting. The accounting is likely to be 
quite different in those estates where the property is to be transferred to 
trustees from what it is where the estate is to be distributed outright to 
individuals. 


Real Estate Income 


Rentals and other real estate income do not ordinarily come into the 
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hands of the executor. Even though the property may be subject to 
eventual sale by the executor for the purpose of paying his liabilities, this 
income is taxable directly to the devisee of the property. 

If, as is often the case, there will be an advantage in having income 
taxable to the estate rather than to the beneficiary during the period of 
administration, an attorney in drafting a will might well suggest to the 
client that farms or other real estate can be devised to the executor and that 
it is often desirable to do so in order to give the estate the opportunity of 
retaining the income and paying the tax on it. 


INCOME TAXABLE TO THE FIDUCIARY 


Certain of the executor’s receipts will not qualify as income subject to 
current distribution, and he alone (as fiduciary) will be liable for the tax. 
Most often this income will consist of (a) income on assets sold to pay 
taxes, administration expenses, etc., (b) income in respect of a decedent, 
and (c) capital gains. Each of these types will be considered separately. 


Income on Assets Sold to Pay Taxes, Administration Expenses, etc. 


When the decedent’s will provides for the establishment of a residuary 
trust or trusts, only part of the income earned by the estate during the 
period of administration may be distributable. The income earned by what 
eventually becomes the residue is distributable. The income earned by the 
portion of the assets sold or set aside to pay taxes, administrative expenses, 
specific legacies, etc., is part of the gross nondistributable income and should 
be considered as principal unless the decedent’s will contains contrary in- 
structions. 

The Illinois law provides for this specifically: 


“In respect to the Will of a person dying after this Act takes effect, 
all income to which the personal representative is entitled from prop- 
erty, except property sold or used for the purposes of paying legacies 
and discharging debts, taxes, and expenses of administration, earned or 
accrued during the period of administration of the estate of such testator 
and not payable to others or otherwise disposed of by the Will shall 
be distributed pro rata as income among the beneficiaries of any trusts 
created out of the residuary estate of such testator and the other persons 
entitled to such residuary estate. The balance of income earned or ac- 
crued during the period of administration shall be considered as prin- 
cipal. Nothing contained in this Section shall affect the right of any 
person to income on any portion of the estate not part of the residuary 
estate of such testator.” 


Until the administration is complete, and the final account is ready for 
submission to the probate court, the executor may not know precisely what 


‘Itt. Rev. Srat., c. 30, § 163 (1953). 
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share of his income is, under the above provision of Illinois law, to be con- 
sidered as principal. Some of his income, such as the earnings on the invest- 
ment of specific funds set aside for payment of the above described obliga- 
tions can be reasonably well identified as being capital, nondistributable 
receipts, and he can expect these identifiable amounts to compose, in part, 
his nondistributable gross income. If he delays his accounting until the 
year in which the estate is to be closed, he will probably wish to retain 
some portion of his current, but unidentified income as a reserve for later 
transfer. Any amount retained as a reserve for later transfer to principal 
will necessarily be taxable in the executor’s fiduciary return. 


Income in Respect of a Decedent 


Another, and a very illusive variety of income on which the executor 
may be obliged to pay the tax, is generally described as “income in respect 
of a decedent.” 

This type of income is not clearly defined in the law. Generally it is 
the income which would have been reportable as income by a decedent, 
had he lived to receive it, but which was not actually or constructively 
received during his lifetime and therefore was not properly includible in 
his final income tax return. (As noted earlier, the only income includible 
in the decedent’s final return is that which would have been reported by 
the decedent if his tax year had ended at the date of his death.) 

Any amounts that accrue as income solely by reason of the decedent’s 
death, and which therefore are not includible in his final return, are to be 
accounted for in the return or returns of the estate, or of such person 
receiving the right to acquire it. The tax character of this “income in 
respect of a decedent” is the same in the hands of the recipient as it would 
have been to the decedent had he survived to receive it. It will consist for 
the most part of salaries and bonuses earned but unpaid at death, accruals of 
interest on bonds, and similar items. 

If a trust is created by the will, and unless the instrument specifically 
provides otherwise, these items will necessarily represent capital. They 
will seldom be available for distribution as income to the income bene- 
ficiaries of the estate. Estate of Ralph Huesman® casts considerable doubt 
on the question as to whether this type of income is ever subject to dis- 
tribution unless the executor distributes the right to receive the amount 
prior to its collection. 


Estate Tax Credit on Income with Respect of a Decedent 


If it were not for the provision of Section 126(c), this particular type 
of income would be subject in its entirety both to income tax and to the 
federal estate tax. The income of a cash-basis decedent that is uncollected 


°16 T.C. 656 (1951), aff’d., 198 F.2d 133 (9th Cir. 1952). 
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at the time of his death, and therefore not properly includible in his final 
return, is nevertheless a property right and forms part of his gross estate 
for the purpose of the federal estate tax.7? To avoid subjecting to an income 
tax the amount of additional estate tax attributable to the inclusion in the 
gross estate of Section 126 items, the proportionate amount of the additional 
estate tax assessed on such income is allowed as a deduction to the income 
recipient (usually the executor) at the time he includes the income in his 
own return. 

To illustrate, let us assume that the decedent at death had an earned but 
unpaid salary of $5,000 and that at his death there was accrued but unpaid 
interest on his bonds amounting to an additional $3,000. Neither of these 
items is taxable in the decedent’s final return, since they had not been actually 
or constructively received prior to death. Upon receipt they are subject to 
income tax to the executor and to federal estate tax as well, since the $8,000 
is part of the decedent’s gross estate. 

If the effective federal estate tax is forty-two per cent, the estate tax 
attributable to the inclusion of these amounts in the gross estate will be 
$3,360. This additional estate tax becomes an income tax deduction and the 
amount subject to income tax will therefore be reduced to $4,640. The 
income tax deduction for the additional estate tax is to be made in the year 
in which the income is received, or taken proportionately if the receipts 
fall into two or more years. 

When the Credit May Be Taken. Until the estate tax is finally deter- 
mined, it may not be possible to know the precise income tax credit that 
will be allowed, but the executor usually can make a close approximation 
of the credit in the year the income is received. The executor has the 
choice of taking the approximate credit in the year the income is received, 
subject to adjustment when the estate tax is finally settled, or, if he prefers, 
he may wait until the estate tax is finally settled and obtain his credit by 
filing a claim for refund in that year. 

If he elects the latter course, he should be careful to file his income 
tax refund claim within the period permitted by the statute. No matter how 
he elects to obtain his credit, the executor will usually look upon his net in- 
come in respect of a decedent as part of the income on which he will be 
obliged to pay income tax. 


Capital Gains 


Not infrequently the executor will find that his liabilities for the pay- 
ment of taxes, debts, legacies, and administration expenses will greatly exceed 
the amount of cash available in the estate. Under such circumstances, he 
will customarily consider it prudent to liquidate enough of the estate’s 
securities to meet at least his minimum cash requirements. If the estate 


"Int. Rev. Cope, § 811. 
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consists largely of equities, he will probably find it advisable to make these 
sales as soon as possible after his appointment, particularly if he has any 
anxiety about the future of the stock market. 

Short term capital gains will result if three conditions coexist: (1) if 
the sales occur in a period of rising markets, and (2) if, as is likely, the 
greater part of the securities are sold within a period of less than six months 
from the date of death, and (3) if the executor elects to use the date of 
death valuations on his federal estate tax return. 

The twenty-six per cent maximum rate does not apply to such short 
term profits. They may easily be taxable at rates considerably in excess of 
the prospective federal estate tax rate. To obtain the minimum applicable 
rate on capital gains they should be added to all the other nondistributable 
income. 

If a large proportion of the estate is liquidated, including most of its 
more volatile securities, it will probably be immediately apparent whether 
the estate will profit by using the date of death values or the optional values 
on the federal estate tax return. Selection of the date of death values will 
result in establishing income tax liability, whereas the capital gains will be 
eliminated by electing to use the optional values. 

On the other hand, if after the liquidation program is completed there 
remains a large amount of securities that may be subject to further important 
market fluctuations, it may be desirable to select an accounting year for the 
estate which will permit the executor to file his first fiduciary return approxi- 
mately a year after the date of death. By doing this the executor will know 
whether he has realized capital gains, and he can then judge as to the desira- 
bility of distributing his current earnings. 

To summarize and illustrate the points so far covered, let us assume 
that the decedent died June 15, 1953, that the estimated estate tax rate is 
thirty per cent, and that the executor’s cash receipts to December 31, 1953, 
consisted of the following items. 


1. Bonus from employer, earned but not constructively re- 


ceived during decedent’s lifetime....................05. $ 5,000 
2. Interest on decedent’s bonds, accrued but unpaid at date of 

COE i aa PERS a Fewer ae eee Bivens 3,000 
3. Income on securities sold to pay administration expenses, 

ARES REE coc erairere aero eh rats ni iane eh os nO Swi 8,000 
4. Dividends and interest earned after death................ 20,000 
5. Proceeds of sales of securities sold prior to December 15, 

1953, having date of death value of $30,000.............. 50,000 

IIE 6-5-3 knee menmenmbsin at i.6R6e as andes $86,000 





The executor’s nondistributable income consists of items 1 and 
Oe Oe Te ee ee ee $ 8,000 
If a residuary trust is provided in the will, the nondistributable 
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income will also include item 3..........cccccccccccccccecs 8,000 


The gross nondistributable income is............0+2eeeeeeee $16,000 
From this gross income there is to be deducted the Section 
126(c) credit of 30% on items 1 and 2, which constitute “in- 
Comes i Seapect Of a GeceGG” . ....o.. 5 sn cccssviccessotccses 2,400 


Net nondistributable income then is............-..00-e008: $13,600 


This situation presents this problem: Is the minimum tax bracket forty- 
eight per cent, based on taxable income of $13,600, or is it sixty-eight per 
cent, based on an additional $20,000 of short term capital gain? 

Not until June 15, 1954, one year after the date of death, will the 
executor know, definitely, whether the estate tax will be based on the date 
of death or on optional values. If the former, the effective bracket on which 
he will calculate the additional tax payable on his distributable income 
(item 4) begins at sixty-eight per cent; if the latter, forty-eight per cent. 

If the income tax rates are to be the determinant as to whether or not 
to distribute this income, or as to deducting administration expenses, it may 
be advisable to delay both the distribution of income and the filing of the 
return until such time as the June 15, 1954, values are reasonably secure. 

In the above illustration, the additional tax to the executor on the 
retention of $20,000 of income is $14,440 if a short term capital gain was 
realized, and $12,420 if it was not. This difference happens not to be too 
great, but it is easy to imagine circumstances where the variation could be 
very wide. 


Fiscal Tax Years 


A possible solution to this dilemma might be obtained by the selection 
of a fiscal year ending around May 30, 1954 (the return not to be filed, of 
course, until after the anniversary date June 15, 1954). 

Before going further into the question of fiscal years, however, it 
should be noted that the currently distributable income will continue to 
increase as the accounting year lengthens. The $20,000 of distributable 
income used in the illustration was struck off as of December 31, 1953, and 
it may be considerably greater on a fiscal year ending beyond that date. 
To some extent this indicates that the executor’s tax plans may, to a degree, 
be built on quicksand. Many of the basic premises are liable to shift un- 
accountably, and some ingenious engineering may be required to construct 
a plan that is completely dependable. 

Like any taxpayer on his first return, the executor has the option of 
selecting any accounting year ending on the last day of any month, so 
long as the period does not exceed twelve months. An executor may often 
be inclined to continue to file tax returns for the estate on a calendar year 
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basis, purely from habit, even though it may not be for the best interest of 
the estate. 

The desirability of using a fiscal year may depend upon such a for- 
tuitous circumstance as the date upon which the decedent’s death happened 
to occur. If his death occurred in January, 1953, the executor would not, 
solely because of a capital gain question, find any value in the use of a fiscal 
year, since a calendar year return need not be filed until more than twelve 
months have passed since the date of death. If the death occurred in mid- 
year, as in the preceding illustration, there is more likelihood that a fiscal 
year would prove profitable. 

There may well be reasons why a fiscal year would not be suitable. 
As an alternative, the executor might request an extension of time for filing 
his return without specifying the date on which his accounting period is 
to end. If the District Director is unwilling to grant extensions for as long 
a period as may be necessary, and if the problem is sufficiently severe, con- 
sideration might even be given to filing a delinquent return and paying 
such penalties and interest as may accrue. 


Other Values in Fiscal Year Accounting 


The value of using a fiscal tax year is not limited to situations in which 
there are capital gains to be considered. Often it is used in order to permit 
the executor to regulate the amount of income on which it is desirable for 
the estate rather than the beneficiaries to pay the tax. This can be done by 
selecting a suitable fiscal year, since income is not annualized on a fiscal 
year return. 

Before selecting a fiscal year, its long range effect as well as its imme- 
diate advantage should be considered. If the executor selects a fiscal year 
and the beneficiary is on a calendar year, a question may arise as to the 
year in which an income distribution is includible in the beneficiary’s return. 
Suppose a decedent died in July, 1953, and the executor elects to use a fiscal 
year ending June 30, 1954. A payment is made to the beneficiary in Sep- 
tember, 1953. One would expect this discretionary distribution ® to be 
taxable to the recipient in the year of its receipt, 1953.° 

This type of payment, however, made wholly at the discretion of the 
fiduciary, has been lumped with earnings of a trust or estate to which the 
beneficiary is currently entitled and is considered by the Commissioner 
to be governed by Code Section 164 and so taxable in the beneficiary’s 
calendar year that includes the estate’s fiscal year end. 

Although Section 164 refers only to the treatment of income currently 
distributable under Section 162(b), the Commissioner has ruled that it also 


®Id. § 162(c). 
®See First National Bank of Boston, Adm., 25 B.T.A. 252 (1932). 
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applies to such distributions as are made wholly at the discretion of the 
executor. The Regulations state:1° 


“As used in section 162, the term ‘income which becomes payable’ 
means income to which the legatee, heir, or beneficiary has a present 
right, whether or not such income is actually paid. Such right may be 
derived from the directions in the trust instrument or will to make dis- 
tributions of income at a certain date, or from the exercise of the fidu- 
ciary’s discretion to distribute income,! or from a recognized present 
right under the local law to obtain income or compel a distribution of 
income.” 


Possible Disadvantage of a Fiscal Year 


The immediate advantage that might be obtained by selecting a fiscal 
year should be compared to the possibility of a future disadvantage. Ordi- 
narily this arises in situations where a beneficiary is taxable in one year on 
more than twelve months’ income. This may happen in a number of ways. 

If, in the year in which an estate is closed, a beneficiary is taxable on 
twelve months’ income from the estate, he will also have to include in his 
return the earnings on the assets distributed to him. Again referring to our 
illustration, if the executor uses a June 30 fiscal year, in the year the ad- 
ministration is completed the beneficiary will be taxable on a full twelve 
months earnings of the estate, and as the distributee of the assets he will 
receive the income for an additional six months. Thus, he will be obliged 
to include eighteen months income in his return. 

The same situation may be present if the estate is distributed to a residu- 
ary trust which is on a calendar accounting year; and it may also occur if 
the trust is on the same fiscal year as the executor but if the trust is even- 
tually to be distributed to the income beneficiary. Such possibilities of 
doubling up the income should be avoided wherever possible. 


DISCRETIONARY DISTRIBUTIONS OF INCOME 


During the course of administration, an executor may at his discretion 
make distributions of income even though not specifically authorized by 
the will. Such distributions are deductible by the estate and taxable to the 
distributee. Considering both the estate and the beneficiary, the executor 
will ordinarily find it advisable to distribute only such part of his taxable 
income as will devolve on a beneficiary whose income is in a lower tax 
bracket than that of the estate. 

The allowance of an award by the probate court will frequently satisfy 
the cash requirements of a surviving spouse during the period of adminis- 
tration, and the executor’s election as to whether or not to distribute income 


U.S. Treas. Reg. 118, § 39.162-2(b) (3) (1953). 
* Author’s italics. 
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to her will often be governed by the tax consequences, rather than by any 
pressing economic need. 


Additional Tax Entities 


The estate is a separate tax entity with its own $600 exemption, and 
its income tax rates, like any individual’s begin at the lowest bracket. For 
this reason, there is often an advantage in having the estate rather than the 
beneficiary pay the tax on at least some portion of the income which might, 
at the executor’s discretion, be distributed. On the other hand, if the will 
provides for the creation of accumulating or discretionary trusts, there will, 
of course, be advantages in transferring income to these trusts, since they 
will provide additional tax entities. 


REQUEST FOR PROMPT ASSESSMENT 


The executor may request a prompt assessment of the income tax lia- 
bilities on returns previously filed.12 Such a request requires that the tax be 
assessed and any proceeding in court for the collection of tax without 
assessment be begun within eighteen months after the request is made. 

Usually the request for prompt assessment is made after the executor 
has filed the decedent’s final income tax return and the first fiduciary return 
for the estate. Obviously there would be no point in requesting a prompt 
assessment on a return on which the statute of limitations has eighteen 
months or less to run, but in such a case the filing of a request does not 
extend the period for assessment. 

The eighteen months’ assessment period provided in Section 275(b) 
does not override the five-year statute 1* which applies in cases where 
twenty-five per cent of gross income is omitted. Neither does it create a 
statute of limitations in a case where the decedent’s returns were fraudulent 
or where no return was filed. Nevertheless, a request for prompt assess- 
ment is likely to be helpful to the executor in providing him with a clearer 
picture of his potential liabilities during the period of time normally re- 
quired to administer an estate. The request will certainly help in evi- 
dencing “due diligence” on the part of the executor in ascertaining whether 
any tax obligations exist. The executor will not be personally liable for 
any unpaid tax liability of the decedent unless he has either personal know]l- 
edge of the debt or has such knowledge as would put a reasonably prudent 
man on inquiry. 

Prompt Assessment Request on a Joint Return 
Neither the Code nor the Regulations specifically refer to the effect 


of a request for a prompt assessment on a joint return. It has been held, 


“Int. Rev. Cope, § 275(b). 
8 Id. § 275(c). 
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however, that where the decedent has been party to a joint return, a request 
for prompt assessment by the fiduciary of the deceased party does not 
shorten the period of limitations as to the surviving spouse.4* This ruling 
does not indicate whether the request for prompt assessment would shorten 
the period of assessment against the decedent for taxes owing on a defi- 
ciency during the joint return period, due entirely to the income of the 
surviving spouse. Nor is it clear whether the surviving spouse may be 
assessed for taxes owing only on her income or on income of the deceased 
spouse. 


INTERMEDIATE FIDUCIARY RETURNS 


The number of fiduciary returns the executor can or must file during 
the period of administration will be determined by the length of time 
actually required to administer the estate, including the determination and 
settlement of all tax liabilities. 

Although the greatest concentration of problems normally arise in the 
first fiduciary return, and there the decisions made by the executor will 
largely determine the character of those returns remaining to be filed, the 
intermediate and final returns frequently present certain problems that 
characteristically arise during the latter part of the period of administration. 


Payment of Debts and Legacies 


If the executor satisfies his obligations by transferring securities at 
values in excess of their income tax costs, he will be in the same position 
as if he had sold the securities and paid the obligations with the proceeds.!® 
This may be a particularly important factor if it is contemplated that 
securities may be used to pay the widow’s award, cash legacies, or in par- 
ticular, the amount allowed as a marital deduction. 

Where the problem is one of dividing rather than transferring assets 
to satisfy specific claims, care should be taken to allocate securities in such 
a manner that the distributees will have comparable tax costs on their dis- 
tributive shares. For this reason, among others, it is usually desirable to 
divide the securities as evenly as possible in the final distribution of the 
estate. 


Deduction of Administration Expenses 


An executor has complete freedom to claim the expenses of administra- 
tion either as an estate tax deduction or as an income tax deduction. An 
income tax deduction is valuable only to the extent that it will reduce 
taxable income, and for this reason the executor should consider using ad- 


™G.C.M. 13592, 1934-2 Cum. Butt. 174. 


* Suisman v. Eaton, 15 F. Supp. 113 (D. Conn. 1935), aff’'d., 83 F.2d 1019 (2d Cir. 
1936). 
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ministration expenses as an income tax deduction on either the first or one 
of the intermediary fiduciary returns. Perhaps as a matter of habit or gen- 
eral practice, the executor’s and attorneys’ fees and the other principal costs 
of administration are customarily paid toward the close of the period of 
probate, often in the year in which the final fiduciary return is filed. In 
such a case, these expenses are not available to reduce the income taxable to 
the beneficiaries. 

Prior to the year in which the estate is closed and distributed, the in- 
come is a composite of various types of receipts that will eventually be 
divided and allocated between the income beneficiaries and the remainder- 
men. The deductible expenses, as well, will eventually be chargeable either 
to income or to principal. As long as these various types of taxable income 
and deductible expense are not subject to separation on the return, how- 
ever, any type of deductible expense is deductible from any variety of tax- 
able income. 

On the other hand, in the year that the estate is closed the income is 
considered to be currently distributable to the recipients. A division of the 
interests of the beneficiaries and the remaindermen then becomes necessary. 
For this reason, administration expenses, being of a capital nature, can be 
used as income tax deductions only in a fiduciary return other than the final 
return. 

If there is any doubt as to whether the deductions for administration 
expenses will be most effective in the estate tax return or an income tax 
return, the executor should insure his right of selection by paying out as 
much of the administration expenses as might be available for deductions 
in his first or intermediate income tax return. So long as these expenses are 
eventually paid, they will be allowable as deductions in the estate tax return, 
but they cannot be allowed as income deductions except in the year of 
actual payment. 

There would appear to be nothing to lose, and possibly much to gain, 
by charging at least a portion of these expenses as early as possible in the 
period of administration. 


Equitable Considerations in the Deduction 
of Administration Expenses 


Where a trust is created and there is a diversity of interest between the 
income beneficiaries and remaindermen, it may be necessary to weigh out 
the election on the basis of its effect on the individuals involved. Under 
ordinary account principals it should be expected that a principal liability 
such as the Federal estate tax should be reduced by those administration 
expenses which are actually charged to principal. This will be the result if 
the expenses are claimed on the Estate Tax Return or on an Income Tax 
Return in which the taxable income consists only of capital gains or other 
varieties of income accruing to the ultimate benefit of the remaindermen. 
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The result is quite different, however, if the income against which the ex- 
penses are deducted is temporarily accumulated for distribution to bene- 
ficiaries who will not become the ultimate distributees of the estate. In such 
a circumstance it is obvious that the beneficiaries are receiving a direct tax 
benefit at the expense of the remaindermen and if this appears to the execu- 
tor to be an indefensible result he may wish to abandon the tax saving pos- 
sibility. 

This equitable dilemma is aggravated where the Will creates a marital 
trust consisting, as is often the case, of a fractional part of the adjusted gross 
estate. Here the widow will not only have her income tax liability reduced 
by capital charges actually paid by the remaindermen, but she will receive 
a larger marital deduction because the adjusted gross estate as computed on 
the Estate Tax Return will not be reduced by those administration expenses 
claimed as an income tax deduction. 


The Problem of Analysis 


Under circumstances where it is desirable to deduct the administration 
expenses in the returns giving the greatest aggregate tax advantage it may be 
desirable to prepare a visual analysis which will not only indicate the ac- 
counting vear which will be most effective, but which will serve as a guide 
to the amounts of income which might most profitably be distributed cur- 
rently and as to the amount of administration expenses which should be paid 
—and at what time. The following chart may be useful as a form for this 
study. Here it is assumed that the decedent died in April, 1953, thereby per- 
mitting the selection of a tax year ending as late as March 31, 1954. For 
illustrative purposes, four possible tax years have been analyzed. 

The following analysis shows first the approximate net taxable income 
for various of the tax accounting years available for selection. Except for the 
question, previously discussed, as to whether capital gains may result from 
the election to use date of death values, the taxable income can usually be 
approximated with considerable accuracy. 

The next column shows the amount of income subject to income tax 
rates not exceeding the prospective federal estate tax rate, considered in this 
example to be forty-two per cent. 

Income taxable at rates in excess of the estate tax rate is described as 
“Excess Income” and the potential saving is then expressed in percentages 
of tax in excess of the forty-two per cent federal estate tax rate. The effec- 
tive tax rate of the beneficiary is noted by asterisks which in this example is 
considered to be sixty-eight per cent. 

In analyzing the tax saving possibilities of using a fiscal year ending 
March 31, for example, it is apparent that $58,000 of income will be taxed 
at rates in excess of the forty-two per cent federal estate tax rate and if 
administration expenses of $58,000 are actually paid prior to March 31 a 
savings of $16,460 will be accomplished. This savings is the additional saving 
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EstaTE OF JouNn S. DoE 


Years Ending 
10/31/53 12/31/53 1/31/54 3/31/54 
Approximate net taxable income $48,600 $52,600 $64,600 $70,600 
Maximum income subject to tax 

at rates not exceeding 42% 

(Federal Estate tax rate) 12,600 12,600 12,600 12,600 
Excess Income 36,000 40,000 52,000 58,000 
Tax rates on excess income 

expressed in percentage 





over 42% 

$2,000 6% 120 120 120 120 

2,000 11% 220 220 220 220 

2,000 14% 280 280 280 280 

2,000 17% 340 340 340 340 

2,000 20% 400 400 400 400 

2,000 24% 480 480 480 480 

2,000 24% 480 480 480 480 

2,000 25% 500 500 500 500 

4,000 25% 1,000 1,000 1,000 1,000 
6,000 26%*  1,560* 1,560*  1,560*  1,560* 

6,000 30% 1,800 1,800 1,800 1,800 

4,000) 33% 1,320 1,320 1,320 1,320 

2,000) 33% —— 660 660 660 

2,000 35% 700 700 700 

8,000 35% a 2,800 2,800 

4,000 38% 1,520 1,520 

6,000 38% —_——- 2,280 

Excess tax $ 8,500 $ 9,860 $14,180 $16,460 


over and above what would result from taking these expenses as an estate 
tax deduction. 

It is also apparent that if a March 31 fiscal year is selected and $58,000 
of administration expenses cannot be paid prior to that date it may be 
profitable to use a combination of current distributions of income to the 
beneficiary together with payment of such administrative expenses as can 
be made. For example, let us presume that $20,000 of administration ex- 
penses are paid prior to March 31, 1954, leaving a balance of excess income 
of $38,000. Such a portion of this remaining excess income might advan- 
tageously be paid to the income beneficiary so that his top rate will equal 
that of the executor. 


Administration Expense and the Marital Deduction 


Suppose the gross estate is $200,000 before deducting any administra- 


* At this point the tax rate is 68%. 
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tion expenses and before the allowance of a maximum marital deduction. 
Assume further that $20,000 in administration expenses have been paid, and 
deducted on an income tax return. 

(a) If the form of the Federal Estate Tax Return is to be followed 
literally, it would appear that the limitation on the marital deduction is 
applied to the gross estate less only those deductions itemized on the return. 
The adjusted gross estate computed in this manner would be $200,000, 
which, after deducting the maximum marital deduction, would leave a net 
taxable estate of $100,000. 

(b) If the marital deduction were to be calculated on the same basis 
as if the administration expenses had been claimed in the estate tax return, 
the adjusted gross estate would be $180,000, of which $90,000 would be 
taxable after the allowance of the marital deduction. 

(c) Both (a) and (b) have the effect of providing a double advantage 
for some portion of the administration expenses. It is difficult to see how 
this can be avoided unless the taxable share of the estate is considered to be 
an amount equal to the marital deduction plus the expenses claimed as an 
income tax deduction. There appears to be no provision in the law requiring 
such a conclusion. 


FINAL FIDUCIARY RETURN 


During the period between the filing of the first fiduciary return and 
the final return, the executor’s income tax problems are confined principally, 
although not entirely, to the question as to whether it would be desirable 
to retain or distribute the estate’s earnings. In his final fiduciary return, the 
income is treated as currently distributable to the legatee, heir or trust. 
There will be then no further opportunity for the estate to pay the tax on 
any income except possibly such amount as may be transferred to principal 
on assets sold to pay taxes, administration expenses, etc., and on possible 
capital profits. 

How long this final return may be delayed is an open question, but it 
may well be deiayed until the year in which the federal estate tax liability is 
finally determined. 


Request for Prompt Estate Tax Determination 


A request for a prompt determination of estate tax liability 1° serves a 
similar purpose to the request for a prompt determination of income tax,!7 
and the executor will usually file such a request shortly after filing his 
federal estate tax return. Even so, if substantial estate tax questions exist, 
the final closing of the estate may be delayed for some years beyond the 
date of death. An executor may receive a discharge from personal liability 


* Int. Rev. Cope, § 825. 
Id. § 275(b). 











584 INCOME TAX PLANNING 


under the provisions of Section 825, but the liability for additional tax con- 
tinues as to the transferees until finally barred by the statute of limitations. 

Although an executor may be released from personal liability, he might 
consider it his obligation to continue the administration of the estate until 
further liability is barred against the transferees, and he might possibly con- 
tinue to file returns and retain and pay the tax on the estate’s income until 
such time as his and the transferree’s liability is finally and completely barred. 


NOTICE OF TERMINATION OF FIDUCIARY RELATIONSHIP 


As his last official act as far as the Government is concerned, the ex- 
ecutor should notify the Commissioner in writing that the fiduciary capacity 
has terminated. This termination notice cannot affect any liability for taxes 
already incurred, but it will relieve him of any further liability. 

If the estate is closed before all tax liabilities are finally settled, it is 
good practice for the executor to retain a reserve or to obtain a refunding 
bond to insure that he will be able to pay his remaining liabilities, including 
such statutory interest as may be assessed. 














INCOME TAX PLANNING THROUGH 
OUTRIGHT GIFTS TO MINORS 


BY RALPH E. DAVIS * 


THE ADVENT OF HIGH INCOME TAX and estate tax rates has caused 
much consideration to be given in recent years to outright gifts to minors. 
As has been true in other fields, in many cases gifts have been made to 
minors purely for tax reasons where good judgment and common sense 
dictate that no gift be made. It should be emphasized that, in the opinion 
of this writer, mere tax benefit alone should not cause a person to make a 
gift to a minor where his judgment and common sense dictate against the 
gift. 

If a donor makes a completed and effective transfer of property by 
gift to a third person and retains no control or dominion over such property 
or the avails thereof, he may normally expect numerous tax benefits to fol- 
low. The donor can expect to receive the benefit of the annual exclusion 
and specific exemption for gift tax purposes. He also can expect that such 
a transfer will cause the income from such property to be taxed to the 
donee, thereby permitting a reduction in the higher normal tax and surtax 
of the donor, and that the property will be excluded from the donor’s gross 
estate for federal estate tax purposes. 


GIFT TAX 


The Internal Revenue Code provides that a citizen and resident of the 
United States can, during his lifetime, transfer, by gift, and free of gift tax, 
property having a value of $30,000.! This is normally referred to as the 
specific exemption. In addition, each such person is entitled to the so-called 
annual exclusion;? i.e., each calendar year he can make tax free gifts of up 
to $3,000 to any one person and to as many persons as he may desire, so long 
as such gifts are of present interests. If a gift is of a future interest, no 
annual exclusion is allowed with respect thereto. Under the Revenue Act 
of 1948,* it was provided that gifts to third persons by a married person can 
be treated as having been made one-half by such person and one-half by 
his spouse. This provision makes it possible for a married person to give 


* RALPH E. DAVIS. B.S. 1942, LL.B. 1943, University of Illinois; asso- 
ciate member in the firm of Hopkins, Sutter, Halls, DeWolfe & Owen 
of Chicago. 


‘Int. Rev. Cope, § 1004(a) (1). 

2 Id. § 1003(b) (3); U.S. Treas. Reg. 108, § 86.10 (1943). 

* Id. § 1003(b) (3); U.S. Treas. Reg. 108, § 86.11 (1943). 
*Revenue Act of 1948, § 374; INT. Rev. Cope, § 1000(f). 


585 








586 INCOME TAX PLANNING [VoL. 1953 


$6,000 in any calendar year to any person without incurring gift tax lia- 
bility thereon, if the other spouse consents thereto. 

Obviously every donor of property, where at all possible, is anxious to 
obtain the full benefit of the annual exclusion from gift tax. Normally it is 
assumed, and correctly so, that where property is transferred outright to a 
donee, with no strings retained by the donor, the annual exclusion will be 
allowed. However, where the gift is to a minor, even though outright and 
with no strings retained by the donor, there is some doubt as to whether 
the annual exclusion will be allowed. This doubt stems from the many legal 
disabilities imposed upon a minor and the limitations imposed upon the use 
of property owned by a minor. 


Elements of a Gift 


Under property laws, whether the donee be an adult or a minor, there 
are three elements which must be present in order to have a completed gift 
of property. These are, (1) donative intent on the part of a competent 
donor, (2) delivery of the property to the donee, and (3) acceptance of the 
gift by the donee. However, it has long been held, and it appears to be 
clear, that any minor, regardless of age, is competent to receive a gift and 
that a guardian need not be appointed to accept delivery for the minor.® 
Moreover, where the gift is beneficial to the minor and does not carry with 
it obligations to be performed by him, there is a presumption that it is valid; 
i.e., there is a presumption that there was delivery to the minor and that 
he accepted the gift.7 This does not mean, of course, that delivery can be 
dispensed with completely but rather that a formal ceremony of delivery 
is not necessary and, if there is some act which may be fairly construed as 
delivery, a valid gift will be presumed.® 


Is Transfer a Present or Future Interest? 


If the three elements specified are present, a transfer without con- 
sideration, even though to a minor, will be treated as completed for gift 
tax purposes. It must then be determined whether the transfer is that of a 
present interest so as to qualify for the annual exclusion from gift tax or 


‘Blanche S. Ross, 28 B.T.A. 39 (1933), appeal dismissed, 67 F.2d 989 (7th Cir. 
1933); Kate R. DeForest, 27 B.T.A. 373 (1932); MONTGOMERY’s FEDERAL Taxes, EstTATEs, 
Trusts AND Girts, 965 (1951-52); Paut, FeperaL Estate AND Girt TAaAxaTIoN, 1070 
(1942); Haggerty, How to Make a Gift to a Minor Effective, New York University, 
Eighth Annual Institute on Federal Taxation (1950). 

*Edward H. Heller, 41 B.T.A. 1020 (1940); Appeal of Harry C. Moores, 3 
B.T.A. 301 (1926); 24 Am. Jur., Gifts, 738 (1939); 27 Am. Jur., Infants, 747 (1940); 
38 C.J.S., Gifts, 790 (1943); 43 C.J.S., Infants, 119 (1945). 

"Towson v. Moore, 173 U.S. 17 (1899); Edward H. Heller, supra note 6 at 1029 
(1940); Emil Frank, 27 B.T.A. 1158 (1933); 43 C.J.S., Infants, 119 (1945). 

* Edward H. Heller, supra note 6; 67 C.J.S., Parent & Child, 770 (1950); Haggerty, 
supra note 5. 
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whether the gift is a transfer of a future interest. Regulations promulgated 
under the Internal Revenue Code ® define future interests as interests “limited 
to commence in use, possession or enjoyment at some future date or time.” 
The Supreme Court of the United States, in a comparatively recent case 
involving trusts for minors, has used language which might be interpreted 
to mean that because of the legal disabilities of a minor and the limitations 
imposed upon the use of his properties, no gift to a minor, even though 
outright, would qualify for the annual exclusion. The Court in Fondren v. 
Commissioner ™ said: 


“... it is not enough to bring the exclusion into force that the donee 
has vested rights. In addition he must have the right presently to use, 
possess or enjoy the property. These terms are not words of art, like 
‘fee’ in the law of seizin, United States v. Pelzer, supra, at 403, but con- 
note the right to substantial present economic benefit. The question is 
of time, not when title vests, but when enjoyment begins. Whatever 
puts the barrier of a substantial period between the will of the bene- 
ficiary or donee now to enjoy what has been given him and that enjoy- 
ment makes the gift one of a future interest within the meaning of the 
regulation.” 


The Court at a later point in its opinion pointed out, however, that in 
reaching its decision it was not necessary for it to hold that no gift to a 
minor would qualify for the annual exclusion. 

It has even been suggested that the allowance of the annual exclusion 
with respect to a gift to a minor may hinge upon the needs of the donee 
or the character of the property, i.e., if the needs of the minor are com- 
pletely cared for without the use of the gift property, such property must 
by necessity be accumulated, or if the character of the property is such 
that it can be enjoyed only in the future, the transfer may be one of a 
future interest, perhaps even if a guardian has been appointed for the 
minor." 

On the other hand, the Tax Court in John E. Daniels }* held that the 
gift there involved, an outright gift of corporate stock to a minor, qualified 
for the annual exclusion and rejected the argument of the Commissioner 
that no gift to a minor could qualify for the annual exclusion because of 
the limitations placed upon the use of his property. The Court said at 
page 149: 

“We reject as untenable the suggestion advanced, but not developed, 

by respondent that even if there were no trusts, the fact of minority 


°U.S. Treas. Reg. 108, § 86.11 (1943). 

324 US. 18, 20, 65 Sup. Cr. 499, 501 (1945). 

* Commissioner v. Disston, 325 U.S. 442, 65 Sup. Ct. 1328 (1945); Paur, Feperau 
Estate AND Girt TAXATION, 636, note 58 (1946 Supp.); Fleming, Gifts for the Benefit of 
Minors, 49 Micn. L. Rev. 529 (1951). 


”10 T.C.M. 147 (1951). 
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and consequent legal disability of the donees resulted in the postpone- 
ment of enjoyment which characterizes future interests. If that view 
were carried to its logical conclusion, all gifts to minors would be sub- 
ject to the same contention. Yet, it is clear that a minor, through his 
guardian, may obtain immediate enjoyment of an outright gift.” 


In considering a gift in trust for the benefit of a six-month old child the 
Court of Appeals for the Seventh Circuit }* answered the argument of the 
Commissioner that all gifts to minors, even though outright, are of future 
interest by saying, at page 122: 

“As heretofore shown, the fallaciousness of the Commissioner’s con- 
tention is the failure to distinguish between restrictions and contingen- 
cies imposed by the donor (in this case the trust instrument), and such 
restrictions and contingencies as are due to disabilities always incident 
to and associated with minors and other incompetents. As to the former, 
it is authoritatively settled that a gift upon which the donor imposes 
such conditions or restrictions is of a future interest. In the latter, such 
restrictions as exist are imposed by law due to the fact that the bene- 
ficiary is incapable of acting on his own. It is our view, and we so 
hold, that such restrictions do not transform what otherwise would be 
a gift of present interest to one of future interest.” 


To the same end, recent cases have consistently held that gifts in trust for 
the benefit of minors qualify for the annual exclusion where the income is 
periodically distributed to or for the benefit of the minor and where the 
donor retains no dominion or control over the property transferred or the 


avails thereof.1* 
Commissioner v. Sharp® involved a trust for the sixteen-year old son 


of the donor. The income from the corpus of the trust was distributable to 
the son. The trust further provided that during the minority of the son the 


* Kieckhefer v. Commissioner, 189 F.2d 118 (7th Cir. 1951); Cf. Stifel v. Com- 
missioner, 197 F.2d 107, 110, 111 (2d Cir. 1952), where the court said: “The Court of 
Appeals, in the Kieckhefer case, expressed the fear that no gift to a minor would be tax- 
free if the child’s right at once to enjoy the fruits of the gift constituted the sole test of 
a present interest, since (it was said) the child’s guardian or parent will always exercise 
control of some sort over the disposition of the child’s property, so that only if the 
child’s rights were those of ‘a boy to his top’ or a ‘girl to her doll’ would the gift be 
tax-free. We believe this view under-estimates the traditional judicial knack of line- 
drawing. If here, for instance, the donor had, in the instrument, appointed a guardian 
to exercise the children’s election rights or indeed even if a next best friend of the chil- 
dren had successfully petitioned for one at the time the trust first was set up, the result 
might very well be different. Then there would have been someone who, on the chil- 
dren’s behalf, could have made an effective demand for income or corpus on the trustees 
under Articles Third and Eleventh. Here, there was no one who could exercise their 
election rights for them; consequently they acquired only ‘future interest,’ not subject 
to immediate capture.” 

“Commissioner v. Sharp, 153 F.2d 163 (9th Cir. 1946); Kelly v. Commissioner, 
19 T.C. 27 (1952); Jesse S. Phillips, 12 T.C. 216 (1949); Louise L. McCoy, 6 T.C.M. 
1097 (1947). 

* Supra note 14. 
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trustee, in his discretion, could distribute the income to the minor’s mother, 
to his legal guardian or the trustee could expend the income for the benefit 
of the son. The Court held that the income was immediately available to 
the son; that he had the present right of enjoyment; that the gift of the 
income was a gift of a present interest; and that such gift qualified for the 
annual exclusion. 

One word of caution is in order at this point. Even though the gift 
of income is complete and even though there is a gift of a present interest, 
the annual exclusion may be lost if the income interest of the donee cannot 
be valued. It has been pointed out in numerous cases that if the trustee of 
a trust has the unlimited power to invade the corpus, he has the power, in 
whole or in part, to destroy the income interest and under such circum- 
stances the gift tax exclusion has not been allowed.’® 


Income Tax Saving 


Many gifts, whether to minors or to adults, are prompted by the desire 
to save income taxes. Substantial income tax savings can, of course, be ob- 
tained where the income tax rates of the donor are higher than those of the 
donee. If a completed gift is made, thereafter all income from the property 
given will be taxed to the donee, even though he be a minor.'? Where 
the donee is a member of the donor’s family the courts scrutinize the trans- 
fer, and place upon the donor the burden of proving that a bona fide, com- 
pleted gift has been made.!® If the donor retains dominion or control over 
the subject matter of the gift, the courts consistently hold that the income 
from the property continues to be taxable to the donor, even though not 
received by him.1® The income will be taxed to the donor in such a case 
even though the transfer is complete and taxable for gift tax purposes. Gift 
taxes have been imposed on the transfer of property in cases where, by 
reason of control or otherwise, the income from the property is still taxed to 
the donor.2° The same applies to gains realized from the sale of property.?? 


**Evans v. Commissioner, 198 F.2d 435 (3d Cir. 1952); Jennie Brody, 19 T.C. 
126 (1952). 

James T. Pettus, 45 B.T.A. 855 (1941); H. C. Priester, 33 B.T.A. 230 (1935); 
Herbert L. Dillon, 32 B.T.A. 1254 (1935); Emil Frank, supra note 7; Sol. Op. 14, 3 
Cum. BULL. 116. 

* See note 17 supra. 

* Anderson v. Commissioner, 164 F.2d 870 (7th Cir. 1947); Coffey v. Commissioner, 
141 F.2d 204 (5th Cir. 1944); Daniel J. Fry, 4 T.C. 1045 (1945). 

7° Commissioner v. Robinette, 129 F.2d 832 (3d Cir. 1942); Beck v. Commissioner, 
129 F.2d 243 (2d Cir. 1942); Commissioner v. Marshall, 125 F.2d 943 (2d Cir. 1942); 
MOoNTGOMERY, Supra note § at 956. 

* Bardach v. Commissioner, 90 F.2d 323 (6th Cir. 1937); D. B. Malernee, 31 B.T.A. 
662 (1934); Mary J. Hiatt, 22 B.T.A. 1245 (1931); Cf. Sewell v. Commissioner, 151 F.2d 
806 (5th Cir. 1945); Dollie M. Stine, 32 B.T.A. 482 (1935); Theodore C. Jackson, 32 
B.T.A. 470 (1935). 
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Loss of Dependency Credit 


There is at least one tax disadvantage which may result from outright 
gifts to minors. Under Section 25(b)(1)(D) of the Internal Revenue Code, 
a taxpayer is entitled to the “dependency credit,” for normal tax and sur- 
tax purposes. Each taxpayer is entitled to an exemption of $600 for each 
dependent of the taxpayer whose gross income in the taxable year amounts 
to less than $600 and who does not file a joint income tax return with his 
spouse. In order for a person to qualify as a “dependent” the taxpayer must 
have furnished over one-half of his support in the taxable year and he 
must be one of the close relatives set forth in Section 25(b)(3). Thus, if 
a taxpayer who is entitled to the “dependency credit” with respect to a 
minor, gives the minor property which causes the minor’s gross income to 
equal or exceed $600, the taxpayer will lose the dependency credit even 
though he furnishes over half of the minor’s support. 


Appointment of a Guardian 


Outright gifts to minors of substantial amounts of property will in 
many Cases necessitate the creation of a guardianship for the minor. Laws 
passed for the protection of minors and their property permit an individual, 
within a reasonable time after reaching the age of majority, to disaffirm 
transactions entered into by him while a minor.?? For example, he can 
disaffirm purchases or sales made by him while a minor,” disaffirm agencies 
created by him while a minor,” and disaffirm obligations on negotiable in- 
struments executed by him during his minority.2®> Thus anyone dealing 
with a minor and his property runs the risk that at some time, perhaps in 
the distant future, the minor may disaffirm the transaction. Consequently 
many persons will not enter into a transaction involving a minor’s property 
unless a guardian has been appointed to act for him. Recent statutes dealing 
with the purchase of life insurance, acquisition and ownership of United 
States government savings bonds, and withdrawals from bank deposits, have 
restricted the rights of minors to disaffirm, and have thus encouraged the 
consummation of many desirable transactions with minors. These statutory 
changes will be discussed in more detail at later points in this article. 

It is quite common for parents to manage property belonging to their 
minor children and to consummate transactions involving such property. 
Technically speaking, a parent, as such, has no authority to act with 
respect to a minor’s property. Therefore, any assumption of control over 
a minor child’s property, without court authority, may subject the parent 


* 43 C.J.S., Infants, 81 (1945). 
* Id. at 101. 
* Id. at 84. 
* Id. at 194. 
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to risk and liability.26 Only a guardian, duly qualified and appointed by a 
competent court may safely act with respect to the properties of a minor.?" 

The appointment of a guardian of the property of a minor can be 
accomplished without too much difficulty. However, there are other draw- 
backs. A bond will be required unless a corporate guardian is used; account- 
ings must be filed periodically by guardians; management powers of a 
guardian are very limited; court authority is required on each and every 
transaction, regardless of how small or how simple; and very strict limita- 
tions are placed on the type of assets in which a minor’s funds may be 
invested.2® Complying with such statutory requirements may be costly and 
burdensome. These, among others, are the principal drawbacks to having 
a minor’s funds managed by a guardian. 

The remainder of this article will consider the particular problems, both 
tax and legal, involving gifts to minors of cash, savings accounts, life insur- 
ance policies, United States Savings Bonds, stocks, real estate, and livestock. 


TYPE OF GIFT 
Cash 


Probably the most common type of property given to a minor is cash. 
If cash is handed to a minor and if the donor retains no dominion or control 
over the cash, all elements of a completed gift have been met. In such a 
case the donative intent of the donor is obvious, delivery has been made 
and acceptance by the minor will be implied, since the gift is beneficial 
and involves no obligations on the part of the minor.?® It then becomes 
necessary for either a parent of the minor or a legal guardian to invest the 
cash. If a parent makes the investments, he is accountable to the minor for 
the principal of the fund and a reasonable return thereon. The alternative 
is to have a legal guardianship established, with all of the costs and draw- 
backs heretofore discussed. If the minor is very young, a legal guardian 
may be advisable in order to establish a completed gift for tax purposes, 
particularly where the donee and the donor reside together.®° If the cash 
of a minor is commingled with funds of the parent, it may not be possible 
to segregate the cash of the minor from that of the parent, in which case 
the validity of the gift will be subject to serious question. Under such 
circumstances, many or all of the expected tax benefits may be lost. If so, 
the income from the property will continue to be taxed to the parent; the 
property will be treated as a part of the gross estate of the parent for estate 


* Paskewie v. East St. Louis & Suburban Ry. Co., 281 Ill. 385, 117 N.E. 1035 (1917); 
6 A.L.R. 115 (1920); 67 C.J.S., Parent and Child, 762 (1950). 

43 C. J. S., Infants, 99 (1945); 39 C.J.S., Guardian and Ward, 108 (1944). 

Tit. Rev. Stat., c. 3, § 413 (1953). 

See note 7, supra. 

67 C.J.S., Parent and Child, 771 (1950). 
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tax purposes; and if the property is sold, the gain will be taxed to the parent. 


Savings Accounts 


Another common method of making a gift to a minor is by depositing 
funds in a savings account opened in the name of the minor. In order to 
render such gifts effective it must appear that the depositor intended a gift, 
and that he executed his intention and completed the gift by acts which 
divested him of complete dominion and control over the funds.*! If the 
donor retains the passbook or retains any control over withdrawals, it may 
be argued, perhaps successfully, that there was no donative intent and 
that no completed gift was made.®? As pointed out above, the taxing au- 
thorities will require strict proof that a completed gift has been made in 
determining to whom the income from the property is to be taxed and 
whether such property constitutes a part of the donor’s gross estate for 
estate tax purposes. Under such circumstances, the donor should do every- 
thing possible, considering the nature of the property and the circumstances, 
to divest himself of dominion and control over property which he is trans- 
ferring to his donee. It would seem that the opening of a savings account 
in the name of a minor and the delivery of the bank passbook to the minor 
would constitute a completed gift ®* and that such gift would be of a 
present interest and would qualify for the gift tax annual exclusion.** It 
has been argued, however, that the answer to this problem may depend 
upon the amount involved and the circumstances surrounding the gift. 
For example, if the amount of the gift is large and the needs of the minor 
are small, or if the donee is very young and a bank will not recognize his 
withdrawal requests,®®> the transfer may be treated as one of a future 
interest.36 Moreover, it has been suggested that the mere fact that the 
donor chose to make a savings account the medium of his gift, rather than 
a checking account, suggests an accumulation and an intent to confer future 
benefits as opposed to “present interests.” 87 Under this principle, if the 
donor establishes a savings account in the name of the minor donee and 
provides that no withdrawals can be made by the donee until a certain fixed 
time in the future, the gift will be treated as one of a future interest. 

The appointment of a guardian would answer the problem presented 
by the fact that the donee is too young to have his withdrawal requests 


* 1 A.L.R.2d 538 (1948); 24 Am. Jur., Gifts, 782 (1939). 

= Telford v. Patton, 144 Ill. 611, 33 N.E. 1119 (1892); 1 A.L.R.2d 538 (1948); 
168 A.L.R. 1324 (1947); 157 A.L.R. 925, 927 (1945); 59 A.L.R. 975 (1929). 

*® See note 32. 

* Kieckhefer v. Commissioner, 189 F.2d 118, 121 (7th Cir. 1951). 

* PauL, FEDERAL Estate AND Girt TAXATION, 636, note 58 (1946 Supp.). 

** Anderson, Gifts to Children and Incompetents, 26 Taxes 911, 916 (1948); Flem- 
ing, supra note 11 at 543. 

* Fleming, supra note 11. 
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recognized. However, there is considerable doubt whether a guardianship 
would solve the problems posed in cases where the donor provides that no 
withdrawals can be made by the donee until a fixed time in the future. 
Nor would a guardianship answer the argument that a savings account, of 
its nature, indicates a desire to confer future benefits. 


Life Insurance Policies 


The general rule is that a policy of insurance may be made the subject 
of a gift in the same manner as any other chose in action.** A gift of a pre- 
existing insurance policy is completed when the owner thereof has assigned 
to the donee all of his interest therein and has relinquished all incidents of 
ownership over the policy.*® A gift of insurance may also be effected 
through acquisition by the donor of a policy of insurance naming the donee 
as owner and beneficiary. In most jurisdictions, a valid gift of an insurance 
policy may be accomplished by the delivery of the policy, without the 
need for a written assignment.*® However, in order to leave no doubts, 
the gift should be effected through a written assignment of the policy deliv- 
ered to the insurance company, with instructions to endorse the assignment 
on the policy, followed by delivery of the policy to the donee.*! This is 
particularly true, of course, where the tax consequences furnish the reasons 
for the transfer. 

The most common types of insurance transferred by gift are policies 
either on the life of the donee, or on the life of a member of the donee’s 
family. Gifts of policies on the life of the donor are made rather infre- 
quently, since even though a completed gift is made of such a policy, if the 
donor thereafter pays the premiums, the proceeds will be included as a 
part of his gross estate for estate tax purposes at his death.*? 

There appears to be no doubt that a complete assignment of a life in- 
surance policy to a donee, together with a transfer of all incidents of 
ownership to him, will qualify for the gift tax annual exclusion.** The fact 
that payment under an insurance policy will be made at some undetermined 


* Massachusetts Mutual Life Ins. Co. v. Murphy, 45 F. Supp. 826 (D.C. Mass. 1942), 
aff'd., 137 F.2d 154 (1st Cir. 1943); In re Thompson’s Estate, 328 Ill. App. 103, 65 N.E.2d 
131 (1st Dist. 1946); 47 A.L.R. 738 (1927); 38 C.J.S., Gifts, 838 (1943). 

__"47 ALR. 738 (1927). 

“In re Thompson’s Estate, supra note 38; Potvin v. Prudential Insurance Co., 
225 Mass. 247, 114 N.E. 292 (1916); First National Bank of Cumberland v. Liberty Trust 
Company, 151 Md. 241, 134 Atl. 210 (1926); 47 A.L.R. 740 (1927); 38 CJS. Gifts, 
839 (1943). 

“US. Treas. Reg. 108, § 86.2 (1943); Weaver v. Weaver, 182 Ill. 287, 55 NE. 
338 (1899); Im re Thompson’s Estate, swpra note 38; MoNTGOMERY’s FEDERAL TAXEs, 
Estates, Trusts AND GiFTs, 982 (1951-52); 47 A.L.R. 738 (1927). 

“Int. Rev. Cope, § 811(g)(2); U.S. Treas. Reg. 105, § 81.27 (1942). 


“ Arthur A. Frank, 3 T.C.M. 1180 (1944); Sidney R. Baer, 2 T.C.M. 285 (1943). 
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date in the future does not in and of itself cause the gift of an insurance 
policy to be treated as a gift of a future interest.** 

In 1943, in Nashville Trust Company * the Tax Court complicated the 
gift tax problem by holding that where a life insurance policy was trans- 
ferred by gift to a minor, the gift was of a future interest since the policy 
had no cash surrender value at the time of the gift. In 1944, in Arthur A. 
Frank *® a case involving the question of whether a gift of a life insurance 
policy qualified for the gift tax annual exclusion, the Commissioner argued 
that it should be assumed that all policies of insurance contained provisions 
postponing the right to surrender for cash and that therefore, enjoyment 
is contingent on future events. The Court pointed out that the Commissioner 
had failed to prove that the policy involved had no cash surrender value, and 
further said that cash surrender value is only one of the elements to be 
considered in fixing the value of an insurance policy. Since the Court in 
the Frank case did not overrule, criticize or even attempt to distinguish its 
decision in the Nashville Trust case, the ultimate answer to the problem 
remains unsettled. The problem is not a moot one and should be kept in 
mind when considering gifts of insurance, since many policies of life insur- 
ance have no cash surrender value until after the payment of the third 
premium. 

It is quite common for the donor of an insurance policy to continue 
paying the premiums after he has made a complete gift of the policy. Such 
payments, of course, represent additional gifts, and it has been held that 
if the original gift of the policy qualified as the gift of a present interest, 
the subsequent payment of premiums will also be treated as gifts of present 
interests.47 On the other hand, it has been held that if the original transfer 
of the policy was treated as the transfer of a future interest (where, for 
example, the donor did not transfer complete ownership and all incidents 
of ownership to the donee),*® the subsequent payments of premiums on 
such policy will be treated as gifts of future interests.*® 

It has been suggested that provisions in insurance policies for con- 
tingent or successive beneficiaries and owners may cause a gift of the policy 
to be treated as a gift of a future interest.5° There are no reported cases on 
this point, but since the ultimate beneficiaries cannot be determined at the 
date of the gift, such a result would appear to be logical. 


“U.S. Treas. Reg. 108, § 86.11 (1943). 

*2 T.C.M. 992 (1943). 

3 T.C.M. 1180 (1944). 

“Sidney R. Baer, supra note 43; Chittenden v. Hassett, 32 A.F.T.R. 1635 (1943). 

“’ Spyros P. Skouras, 14 T.C. 523 (1950); Joe J. Perkins, 1 T.C. 982 (1943); Clara 
Ream, 2 T.C.M. 1067 (1943). 

“Dora Roberts, 2 T.C. 679, 687 (1943), aff'd 143 F.2d 657 (5th Cir. 1944); Com- 
_* v. Boeing, 123 F.2d 86 (9th Cir. 1941); Frances P. Bolton, 1 T.C. 717, 724 

Fleming, supra note 11. 
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There appears to be no reason why a minor, without the aid of a 
guardian, cannot receive a life insurance policy by way of a gift. As a 
matter of fact, life insurance is a particularly suitable asset for effecting 
gifts to minors, since such insurance does not demand investment super- 
vision. If a policy of life insurance is transferred to a minor, as the owner, 
with all incidents of ownership in him, and the minor, or his estate, is the 
beneficiary, a completed gift results. 

Many states have, by statute, granted minors rights to deal with insur- 
ance companies. Such statutes have eliminated or tempered the rights of a 
minor to disaffirm certain transactions with insurance companies. For ex- 
ample, in Illinois 5‘ a minor who is fifteen years of age or over may apply 
for and acquire life, health and accident insurance on his own life, for his 
own benefit, or for the benefit of his father, mother, husband, wife, child, 
brother, or sister. The statute provides that all of the contractual rights 
and powers with respect to any such contract of insurance may be exercised 
by such a minor. It is specifically provided, however, that the minor shall 
not be entitled to rescind, avoid or repudiate the contract or the exercise of 
any right or privilege thereunder, merely because of his minority. Thus, 
under such statutes it is possible for a donor to make a gift of cash to a 
minor-donee who, in turn, can acquire a policy of insurance on his own 
life and pay the premiums thereon. 


United States Savings Bonds 


Under the Federal Regulations,5* a minor may be named as owner, or 
co-owner of United States Savings Bonds, or as the beneficiary on such 
bonds purchased by another person with such person’s funds. These Regula- 
tions also provide that a minor may name a co-owner or beneficiary on 
bonds purchased by him from his own funds. It should be noted, however, 
that if bonds are purchased by a third person from funds belonging to the 
minor, the bonds must be registered in the name of the minor alone, fol- 
lowed by a reference to a legal guardianship if one has been established. 

Since United States Savings Bonds may not be assigned or transferred,** 
bonds issued in the name of the donor cannot be used as a vehicle for gifts. 
However, a donor can make a completed gift of savings bonds, merely by 
purchasing bonds, with his own funds, in the name of the minor as owner.54 
Payment will be made to the minor on a bond registered in his own name 
where he properly presents it for payment and where at the time of such 
presentation “. . . he is of sufficient competency and understanding to sign 


Iii. Rev. Stat., c. 73, § 854 (1951). 

* 31 Code Fed. Regs., § 315.4(b) (2) (1949). 
53 Id. § 315.11. 

*T.D. Mim., 5202, 1941-2 Cum. BuLL. 241. 
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his name to the request and to comprehend the nature of such act.” If 
the minor is not of sufficient competency and understanding, payment will 
be made to a parent with whom the minor resides, or if he does not reside 
with either parent, then to the person who furnishes his chief support.*¢ 

Neither the registration of bonds in the name of a minor and another 
as co-owners, nor in the name of another person with a minor as the bene- 
ficiary in the event of the death of such named person, will give rise to a 
completed gift.57 The registration in the name of a minor and another as 
co-owners will not give rise to a completed gift since either co-owner may 
redeem such a bond at any time at his request.5* Of course, if the minor 
should redeem the bond, a completed gift results at that time. The registra- 
tion of bonds in the name of a person, other than the minor, as owner 
with the proceeds “payable on death” to the minor does not give rise to a 
completed gift because the owner may at any time divest the minor of his 
interest by requesting payment on the bond or by revoking and changing 
the beneficiary designation.®® 

There has thus far been no litigation involving the question of whether 
a gift of a United States Savings Bond is a gift of a present interest which 
will qualify for the gift tax annual exclusion. Savings bonds are now issued 
to mature after a period of nine years and eight months (previously ten 
years), with no interest paid or payable until redemption or maturity. For 
this reason it has been suggested that when a donor makes a gift of a savings 
bond, he has future benefits in mind and, therefore, the gift may not qualify 
as one of a present interest.® In the opinion of this writer, the better view 
is that a completed gift of a United States Savings Bond would qualify as a 
gift of a present interest, particularly where the donee is competent to sign 
his name to the request for redemption and where he understands the nature 
of such act.® 

A gift of a United States Savings Bond to a minor should not require 
the appointment of a guardian either at the time of the gift or at the time 
of the redemption of the bond. If it becomes necessary to redeem a savings 
bond held by a minor who is too young to have his request for redemption 
honored, as noted above, such request may be executed by and payment 
made to a parent with whom the minor resides, or if the minor does not 
reside with either parent, then the request for payment may be made by the 
person who furnishes the chief support of the minor and payment will be 
made to such person.® 


31 Code Fed. Regs., § 315.39 (1949). 

°° Id. § 315.40. 

See note 54, supra. 

$31 Code Fed. Regs., § 315.45(a) (1949). 

Id. § 315.46. 

* Anderson, supra note 36; Fleming, svpra note 11. 
* 31 Code Fed. Regs., § 315.39 (1949). 

@ Id. § 315.40. 
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Corporate Stocks 


Gifts of corporate stock are very often made to minors.®* In order to 
have a completed gift of stock which will be effective for both property 
law and tax law purposes, the donor should deliver the stock certificates to 
the minor or to someone acting for him, and have the stock transferred into 
the name of the minor on the books of the corporation.** Although it has 
been held that failure to transfer stock into the name of the donee on the 
books of the corporation will not prevent a gift from being completed for 
property law purposes,® the courts have held that such a failure may 
prevent a completed gift for tax purposes.®* The courts have also held 
that for property law purposes a completed gift may be effected by the 
registration of the stock in the name of the donee on the books of the cor- 
poration even though possession of the stock certificate is retained by the 
donor;*? however, as pointed out above, if the tax consequences are im- 
portant, it is recommended that the donor also deliver the stock certificate. 
Without such a delivery, a question may be raised as to whether the donor 
has made an absolute and irrevocable transfer so as to divest himself of 
control and title to the stock.® 

Stocks can ordinarily be registered in the name of the minor, since 
most transfer agents do not inquire into the age or competency of the 
registered owner. However, it may be difficult to avoid the appointment 
of a guardian if and when it is desired to transfer the stock out of the 
minor’s name. If he cannot sign his name, a guardian must be appointed 
to make the transfer for him. Even if he can sign his name, he may experi- 
ence difficulty in having his signature guaranteed by a bank or broker,®® and 


® Curtis A. Herberts, 10 T.C. 1053, 1063 (1948); Lawrence Miller, 2 T.C. 285, 288 
(1943); James T. Pettus, 45 B.T.A. 855, 860 (1941); Edward H. Heller, supra note 6 at 
1030; 13 AM. Jur., Corporations, 453 (1938); 38 C.J.S., Gifts, 826 (1943). 

“ Anderson v. Commissioner, supra note 19; Coffey v. Commissioner, supra note 19; 
Hoag v. Commissioner, 101 F.2d 948 (10th Cir. 1938); Weil v. Commissioner, 82 F.2d 
561 (Sth Cir. 1936); Naomi Towle Bucholz, 13 T.C. 201, 203 (1949); Edward H. Heller, 
supra note 6 at 1030; 23 A.L.R.2d 1171, 1174 (1952); 152 A.L.R. 427 (1944); 125 A.L.R. 
780 (1940); 99 A.L.R. 1077, 1078 (1935). 

* Hogg v. Eckhardt, 343 Ill. 246, 175 N.E. 382 (1931); In re Estate of Jones, 274 
Ill. App. 616 (1st Dist. 1934); 38 A.L.R. 1366 (1925); 24 Am. Jur., Gifts, 771 (1939); 
38 CJ.S., Gifts, 826 (1943). 

® Weil v. Commissioner, supra note 64; Ludwig Bendix, 14 T.C. 681 (1950); R. C. 
Coffey, 1 T.C. 579 (1943). 

* Chicago Title and Trust Company v. Ward, 332 Ill. 126, 163 N.E. 319 (1928); 
Home for Destitute Crippled Children v. Boomer, 308 Ill. App. 170, 31 N.E.2d 812 
(Ist Dist. 1941); Im re Wright's Estate, 304 Ill. App. 87, 25 N.E.2d 909 (2d Dist. 1940); 
99 A.L.R. 1077, 1080 (1935); 23 A.L.R.2d 1171, 1174 (1952); Cf. Shinsaku Negano v. 
McGrath, 187 F.2d 753 (7th Cir. 1951). 

® Weil v. Commissioner, supra note 64; Dollie M. Stine, supra note 21; Theodore 
C. Jackson, supra note 21; Cf. Kathryn Lammerding, 40 B.T.A. 589 (1939); D. B. 
Malernee, 31 B.T.A. 662 (1934); Marshall v. Commissioner, 57 F.2d 633 (6th Cir. 1933). 

® Rogers, Some Practical Considerations In Gifts to Minors, 20 ForpHaM L. Rev. 
233 (1951). 
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a guardian may be necessary. Furthermore, a sale by the minor could, of 
course, be disaffirmed by him upon his reaching the age of majority. These 
difficulties can be avoided by registering the stock in the name of a nominee 
for the minor. The nominee should, however, keep careful written records 
of all transactions and file a Treasury Department Form 1087, Ownership 
Certificate, so as to avoid contentions that the income is taxable to him 
and that the stock is includible in his gross estate for estate tax purposes. 
It should also be pointed out that a nominee may subject himself to the 
same risks and liabilities as does a parent who deals with a minor’s property 
without having been duly appointed as legal guardian. It is recommended 
that the donor should not act as the nominee. If he does, a strong argument 
can be made that he has not completely divested himself of dominion and 
control over the property. 

If corporate stock is registered in the name of the minor, dividend 
checks will also be issued in the minor’s name. Generally speaking, such 
checks may be deposited to the minor’s bank account; however, the prob- 
lem then arises as to how such funds will be invested or otherwise managed. 
Statutes have been passed in all states which direct a guardian in the invest- 
ment and disposition of a minor’s funds. As previously pointed out, how- 
ever, if no guardian has been appointed, a parent assumes a certain amount 
of risk of liability if he takes upon himself the investment and disposition 
of the minor’s funds without the proper authority of the courts. It is also 
doubtful whether a minor can effectively vote corporate stocks registered 
in his name.7° This doubt also extends to the question of whether a minor 
can grant a valid proxy for the voting of his stock."! Thus, a gift of cor- 
porate stock involves, in addition to other problems, the same problems as 
a gift of cash, previously discussed. 

If a gift of stock to a minor is consummated by delivery to him of a 
certificate registered in his name on the books of the corporation, the gift 
should qualify for the annual exclusion, even though the minor has no 
legal guardian.7* However, the problem is not entirely free from doubt, 
and some writers feel that such a gift would not qualify for the annual 
exclusion because of the many disabilities and limitations placed upon the 
minor in dealing with the stock.”® 


Cf. Chicago Mutual Life Indemnity Ass’n v. Hunt, 127 Ill. 257, 20 N.E. 55, 61 
(1889), where the Court said at page 278: “There would seem to be no legal obstacle 
in the way of minors taking part in corporate meetings, consulting, advising or even 
voting. The only objection to their doing so grows out of their inexperience and the 
immaturity of their judgments, but these are disqualifications which are not necessarily 
confined to persons, under the age of twenty-one years, and no one would allege them 
as a legal bar to the admission of an adult to membership.” 

"State ex rel. Voight v. Voight, 2 Ohio App. 145, 146 (1913); Axe, Corporate 
Proxies, 41 Micu. L. Rev. 225 (1942); 31 A.L.R. 1001 (1924). 

"John E. Daniels, 10 T.C.M. 147 (1951); Cf. Kathrine Schuhmacher, 8 T.C. 453 
(1947). 

"Fleming, supra note 11. 
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Real Estate 


Although there is no doubt that a minor may be the record owner of 
real estate,”* practical difficulties dictate against making gifts of real estate 
to minors. Ownership of improved real estate by a minor for all practical 
purposes necessitates the appointment of a legal guardian, since such prop- 
erty requires much close attention and management. Furthermore, owner- 
ship by a minor unnecessarily complicates the many common transactions 
involving real estate, such as sales, the acquisition and maintenance of in- 
surance, mortgages, and leases. Although there have been no cases on the 
point, it would seem that a conveyance of real estate to a minor by a deed 
which is recorded should be treated as a gift of a present interest and 
qualify for the gift tax annual exclusion. 


Livestock 


A recent Court of Appeals case, Visintainer v. Commissioner,” involved 
gifts of livestock to minors. The taxpayer in that case made gifts of 500 
sheep to each of his four minor children, the sheep in each case being 
branded with the initial of the first name of the child to whom the gift was 
made. The children were told that the sheep had been given to them, and 
the sheep were listed in the names of the children on the books of the 
county assessor. Separate bills of sale were executed, transferring the sheep 
to the children. The sheep were not removed from the father’s ranch nor 
were they separated from the sheep retained by the father. There was no 
separation of the lambs nor of the wool produced. The father managed 
the business including the sale of sheep and wool and the purchase of sup- 
plies. Income and costs were allocated on the books to the children in pro- 
portion to the number of sheep which they owned. No payment of funds 
was made to the children but the amounts due them were credited to their 
ledger accounts. The Commissioner refused to recognize the gifts of the 
sheep and taxed the father on all gain arising from the sale of lambs, wool, 
and sheep. The Tax Court upheld the Commissioner. The Court of Appeals 
for the Tenth Circuit reversed, and in its opinion pointed out that trans- 
actions between family members are carefully scrutinized but that member- 
ship in the immediate family alone is no ground for disregarding gifts by a 
father to his minor children. The Court further said that the father had 
done all he could reasonably be expected to do, and that the fact that the 
father retained possession of the sheep as caretaker and manager did not 
affect the validity of the gift. In this connection the Court said, at page 523: 


™ McReynolds v. Stoats, 288 Il. 22, 122 N.E. 860 (1919); Decker v. Stansbury, 249 
Ill. 487, 94 N.E. 940 (1911); Masterson v. Cheek, 23 Ill. 72 (1859); 43 C.J.S., Infants, 
110 (1945). 

® 187 F.2d 519 (10th Cir. 1951); also see Alexander v. Commissioner, 190 F.2d 753 
(Sth Cir. 1951). 
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“To say that the gifts were ineffective for income tax purposes would 
be the equivalent of holding that a father is disenabled to make a gift 
to his minor child which is effective in point of tax consequences if he 
retains or subsequently exercises any control or management of the 
property or the fruits therefrom solely for the benefit of the estate of 
the child. Neither the letter nor the spirit of revenue legislation extends 
its reach that far. The gifts were effective for income tax purposes, and 
the taxpayer was not liable for tax on the gain derived from the prop- 
erty given to the children.” 


Thus it appears to be clear that livestock and other items of tangible per- 
sonal property may be effectively transferred by gift to a minor for both 
property law and tax law purposes. Presumably such a gift would qualify 
as one of a present interest for gift tax purposes. 


CONCLUSION 


As pointed out throughout this article, gifts to minors give rise to many 
and varied problems, both from the standpoint of property law and of tax 
law. For this reason one should give very careful consideration to trans- 
actions involving the placing of property into the hands of minors. The 
pitfalls are many and the disadvantages will in many cases outweigh the 


advantages. 


























INCOME TAX PLANNING FOR 
CHARITABLE GIFTS 


BY ROLAND K. SMITH * 


PRACTICALLY EVERYTHING that most taxpayers need to know about 
the provisions of the Internal Revenue Code relating to the deductibility of 
contributions to charities may be stated briefly and in a way that is easily 
understood. Such contributions are deductible subject to a limitation of 
twenty per cent of “adjusted gross income” in the case of an individual and 
five per cent of “net income” in the case of a corporation. There is no 
limitation in the case of a trust. 

The basic questions, which in most cases occasion no difficulty, are 
whether the donee is a charity within the meaning of the Code, how to 
figure the limitation, and the year when the deduction may be taken. A 
further question arises in the case of lower bracket taxpayers as to whether 
the optional standard deduction should be taken. If it is, deductions of 
charitable contributions are denied since the optional standard deduction 
is in lieu of all deductions from “adjusted gross income” permitted by the 
Code. 

In spite of this fundamental simplicity the provisions relating to the 
charitable deduction require careful study. The complications of our tax 
structure are contagious and the charitable deduction is not immune. An 
idea which superficially appears to be simple enough becomes encrusted 
with complications in the process of being incorporated in the Code. This 
result appears to be inescapable from the nature of the Code itself. Con- 
tributing to the complexity is that taxpayers are human beings with the very 
human trait of objecting to paying more taxes than they have to. There are 
a great many taxpayers with varying ideas of how far they may go, legally 
or morally, in gratifying their desire to pay as small a tax as possible. They 
have an ample supply in the aggregate of what some courts and com- 
mentators refer to politely as “human ingenuity”—meaning, to put it more 
bluntly, “deviousness.” There is no question but that the deduction has 
been abused, particularly in some cases in which charitable trusts and family 
foundations are used. The tremendous increase in the number of such trusts 
and foundations corresponds too closely with the increase in tax rates to 
lay one who regards the increase with something less than naive credulity 
open to the charge of being overly cynical. The cloak of charity is dis- 
arming and up until the Revenue Act of 1950 the absence of even the most 


*ROLAND K. SMITH. A.B. 1927, Princeton University; LL.B. 1930, 
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meager reporting requirements made the cloak almost impervious. The re- 
porting provisions added by the 1950 Revenue Act are still far from adequate. 

The purpose of this paper is to explain some of the rules for the benefit 
of taxpayers and for the benefit of charities. 

The provisions of the Code authorizing deductions for contributions 
grant, and were intended to grant, a very valuable subsidy to charitable 
organizations. The annual subsidy probably runs into the billions. Such 
organizations are expected to take full advantage of the subsidy and they 
have a duty to advise those whom they solicit how the subsidy may be used 
to the best advantage. 

Most of the larger and well organized charities are tax conscious and 
in making solicitations have educated their public. Experience indicates, how- 
ever, that many charities are not as fully informed as they should be. They 
should be more aware, and should make their contributors more aware, 
of the bargain prices at which gifts can be made. They can thereby in- 
crease both the number of their contributors and the size of individual 
contributions. 


WHAT IS A CHARITY? 


Not all donations motivated by charitable instincts are deductible. In 
the case of individuals, deductions for donations to charities are allowed, 
in general, only if made to “a corporation, trust, or community chest, fund 
or foundation, created or organized in the United States or in any pos- 
session thereof or under the law of the United States or any State or Terri- 
tory or any possession of the United States, organized and operated exclu- 
sively for religious, charitable, scientific, literary, or educational purposes, 
or for the prevention of cruelty to children or animals, no part of the net 
earnings of which inures to the benefit of any private shareholder or indi- 
vidual, and no substantial part of the activities of which is carrying on 
propaganda, or otherwise attempting to influence legislation.” ! The list 
of charities in the case of corporations is somewhat more limited although 
corresponding in major degree to the list for individuals.? The principal 
difference is that in the case of corporations gifts made after December 31, 
1948, must be used within the United States or its possessions. This pro- 
vision was suspended for taxable years beginning after December 31, 1941, 
but before January 1, 1949, because of the war. 

It will be noted that there must be some kind of formal organization. 


*IntT. Rev. Cope, § 23(0) (2). There are other organizations deemed to be worthy 
of subsidy listed in this section such as the United States, any State or Territory, the 
Veterans Rehabilitation Fund, veterans posts and certain fraternal societies operating 
under the lodge system. 

*Int. Rev. Cope, § 23(q). This section makes no reference to fraternal organiz- 
tions or organizations for the prevention of cruelty to animals although these organiza- 
tions might well be classified as “charitable.” 
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The Tax Court upheld the Commissioner in disallowing a deduction for 
amounts used by an informal group for the entertainment of servicemen. 

Generally speaking the contribution must be to an organization which 
is exempt from income tax under Section 101 of the Code and it is im- 
portant to determine in advance that the charity to which a donation is 
made has the characteristics required by the Code. As will be discussed 
more fully later, a contribution to a trust is deductible if the income and 
corpus are ultimately payable to exempt charitable organizations, even 
though the trust itself is not exempt because of its business operations.* In 
this regard the specific language of the Code should be carefully studied. 
Note, for example, that the charity must be created or organized in the 
United States; that no part of its net earnings may inure to the benefit of 
any private shareholder or individual; and that no substantial part of its 
activities may be the carrying on of propaganda, or otherwise attempting 
to influence legislation. The government publishes a list of qualified charities 
which may be helpful.5 

If the charity in question is not listed it will be necessary to make a 
careful analysis of its organization and operations. This may involve a sub- 
stantial expenditure of time and effort which may be avoided by obtaining 
an opinion from counsel for the charity. An attorney representing a charity 
should obtain a ruling from the Bureau ® as to the deductibility of donations 
to it for use in satisfying prospective contributors and their counsel. 

In the case of trusts, which will be considered in detail later on, it is 
not necessary that the beneficiary to whom the trust provides assistance be a 
formal organization of the kind mentioned above. It is sufficient to entitle 
a trust to a deduction if its income is used or permanently set aside for a 
charitable purpose. Thus, a trust may deduct the amount spent, or set aside, 
for educating a deserving student. Money spent directly for that purpose 
by a corporation or by an individual is not deductible. But a corporation 
or an individual can make a deductible contribution to a trust and earmark 
the contribution for use only for educating deserving students, but not for 
a single named student. 


LIMITATIONS ON THE DEDUCTION 


In the case of an individual the charitable deduction is limited to twenty 
per cent of his “adjusted gross income.” 7 Generally speaking adjusted gross 


*Carolyn Trippe, 9 T.C.M. 662 (1950). 

* John Danz, 18 T.C. 454 (1952). 

° Cumulative List of Organizations, available from Superintendent of Documents, 
U.S. Printing Office, Washington 25, D.C.—$1.25 and 35c for the supplement. 

*Until the new nomenclature becomes stabilized the old familiar nomenclature 
will be used. 

‘Int. Rev. Cope, § 23(0). For taxable years prior to December 31, 1951, the limita- 
tion was 15%. 
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income means gross income minus practically all items of cost and expense 
incurred in the process of earning income or attributable to the sale or ex- 
change of property. These include trade or business expenses, travel 
expenses, the reimbursed expenses of an employee, allowable depreciation, 
losses from sales or exchanges, and the net operating loss deduction.® It will 
be noted that business expenses are deducted from gross income toward 
adjusted gross income. The charitable deduction on the other hand is a 
deduction from adjusted gross income. This has two important conse- 
quences for an individual taxpayer. A contribution which may be char- 
acterized as a business expense will not be reduced by the twenty per cent 
limitation but may be taken in full if it is treated as a business expense on 
the return. Also if the optional standard deduction is taken, a contribution 
which is treated as a business expense may still be deducted whereas it could 
not be if it were treated as a charitable deduction. The regulations spe- 
cifically recognize that a contribution may have a dual character.® A fur- 
ther benefit of treating a contribution as a business expense is that by reduc- 
ing adjusted gross income the medical deduction is increased because medical 
expenses up to five per cent of adjusted gross income must be borne by the 
taxpayer. Obviously the lower a taxpayer’s adjusted gross income the bigger 
will be the share of his medical expenses which must be borne by the 
government.?° 

Prior to the 1951 Act net long term capital gains were included in full 
in adjusted gross income—that is, without reducing such gains to the 
amount (fifty per cent) actually taken into account. For taxable years 
beginning after October 20, 1951, only the amount taken into account is 
included in adjusted gross income.! It is still the rule that net capital losses 
reduce adjusted gross income only to the extent of the amount which may 
be deducted in computing taxable income. Since such capital losses in 
excess of $1,000 are not deductible adjusted gross income will never be 
reduced in an amount exceeding $1,000 of such losses. 

Reference should be made, in the interest of completeness, to a provi- 
sion of the Code which permits an unlimited deduction to an individual 
under circumstances which do not frequently occur. If, in the taxable year 
and in each of the ten preceding taxable years, the amount of contributions 
plus income taxes paid during each such year exceeds ninety per cent of 


®Int. Rev. Cope, § 22(n). 

°US. Treas. Reg. 118, § 39.23(0)-1 (1953). “A donation made by an individual to 
an organization other than one referred to in section 23(0) whick bears a direct rela- 
tionship to his business and is made with a reasonable expectation of a financial return 
commensurate with the amount of the donation may constitute an allowable deduc- 
MODY 5° 

Int. Rev. Cope, § 23(x). The 5% limitation does not apply if either the taxpayer 
or his spouse is sixty-five or over. 

“Int. Rev. Cope, § 22(n) (7). 
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the taxpayer’s net income for each such year, the twenty per cent limitation 
is not applicable to the taxable year.1?_ “Net income” means net income with- 
out any deductions for contributions. 

Where a joint return is filed by a husband and wife, the twenty per 
cent is computed on their total contributions and the total adjusted income 
of both spouses. 

In the case of a partnership no deduction is allowed for contributions 
but each partner may include in his own contributions his share of the 
partnership’s contributions. 

In the case of a corporation the deduction for charitable contributions 
is limited to five per cent of its'‘net income computed without the contribu- 
tions deduction, and after renegotiation.’* “Net income” is defined as mean- 
ing “gross income” computed under Section 22, less the deductions allowed 
by Section 23.14 Gross income is, of course, defined very broadly. The 
deductions permitted under Section 23 are quite extensive but generally 
speaking include all items of expenses, other than those which are capital 
in nature, which are connected with the production of income. 

There is one important restriction on the amount which a corporation 
may deduct. No deduction is allowable as a business expense for a con- 
tribution by a corporation if any part of the contribution is deductible 
under Section 23(q).!5 A contribution made by a corporation may have a 
dual character just as in the case of a contribution by an individual—that 
is, the contribution may have both a business and charitable purpose. 
Nevertheless, corporations are treated differently than individuals. The 
regulations give as an example a corporate donation of $5,000, only $4,000 
of which is deductible under Section 23(q) (either because of the five per 
cent limitation or the requirement of actual payment) and conclude that 
no deduction is allowable under Section 23(a) for the remaining $1,000.'¢ 
The regulations do, however, recognize that a donation may have an ex- 
clusively business purpose. It is a safe rule of thumb that contributions by 
a corporation are deductible as business expenses only when they are made 
to organizations other than those specified in Section 23(q). 

There is no limitation on the amount of the charitable deduction in the 
case of a trust, with the exceptions discussed more fully below involving 
the unreasonable accumulation of income or engaging in “prohibited trans- 
actions.” All that is required is that the income of the trust be used or 


™ Id. § 120. 

* Id. § 23(q). 

“Id. § 21(a). 

* Id. § 23(a) (1) (B). Why this should be so is not entirely clear. Presumably there 
was a fear that in one way or another all contributions by business corporations might 
be justified as having a business purpose and therefore the 5% limitation would be 


totally ineffectual. 
*US. Treas. Reg. 118, § 39.23(a)-13 (1953). 
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permanently set aside for charitable purposes. If a trust unreasonably accu- 
mulates income or engages in a “prohibited transaction” the limitation is 
fifteen per cent of “net income.” The fifteen per cent limitation was not 
increased at the time the deduction available to individuals was increased 
by the 1952 Act from fifteen per cent to twenty per cent. 


TIMING 


Normally a charitable contribution is deductible only in the year in 
which payment of the contribution is made regardless of whether the tax- 
payer is on the cash or the accrual basis.17 A pledge even though enforce- 
able is not deductible until paid.1® 

There is, however, a special provision in Section 23(q) for accruals by 
corporations. For taxable years beginning after December 31, 1942, a cor- 
poration on the accrual basis may, at its election, take a deduction for a 
charitable contribution in the year in which authorized by the board of 
directors providing payment is made before the fifteenth day of the third 
month following the close of the taxable year.1® This relaxation of the 
general rule is attributable to the fact that it is frequently impossible for a 
corporation to determine net income before the end of the taxable year. 

The Regulations 2° require that a copy of the resolution of the board 
must be attached to the return together with a declaration verified by a 
principal officer of the corporation that the resolution was adopted during 
the taxable year. However, it has been held that an oral authorization of 
contributions to an educational institution was sufficient and that the re- 
quirement of written authorization by the directors was invalid.?* 

It has been held that a deduction may be taken in the year in which 
a check covering a contribution is turned over to the charity.?2_ Whether 
this holding will endure is open to question. In any event when a substantial 
contribution is involved and the year of deduction is important payment 
should be made by cash or certified check in the year in which the taxpayer 
wishes to take his deduction, at least where the year is drawing to a close. 

Where the contribution is covered by a promissory note the deduction 
may be taken only in the year in which the note is paid. 


"Id. § 39.23(0)-1. 

*® Nathan H. Gordon Corp., 2 T.C. 571 (1943). 

* Int. Rev. Cope, § 23(q). 

U.S. Treas. Reg. 118, § 39.23(q)-1. 

** Faucette Co., 17 T.C. 187 (1951). 

* Estate of Modie J. Spiegel, 12 T.C. 524 (1949). The majority opinion was based 
largely on the fiction of payment relating back to the date of delivery of a check plus 
the fact that in every day usage “payment” by check is the accepted parlance. Six 
judges dissented and their argument is persuasive—the drawer has complete control of 
a check until it is paid. He may stop payment at any time and there is no finality to 
the transaction until the check is honored. Estelle Broussard, 16 T.C. 23 (1951) follows 
the Spiegel case without dissent. 
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For those who have the patience and the inclination to squeeze the last 
nickel out of the deduction there is a tax benefit available by using the 
standard deduction in alternate years. In this way the taxpayer gets some 
credit for a charitable deduction in a year in which no contributions are 
made, if he elects to take the standard deduction in such a year. He may 
then lump his contributions in a year when he itemizes his deductions from 
adjusted gross income. 

Deductions may be switched from year to year and still satisfy the 
present needs of a charity. For example, the taxpayer may give his note 
this year which the charity may discount immediately. The taxpayer, under 
the rule mentioned above, is not permitted or required to take a deduction 
until the year in which the note is paid. On the other hand if the taxpayer 
wants to take his deduction this year but does not have sufficient funds, he 
may borrow the money, make the contribution, and take his deduction all 
in one year and repay the loan next year. In the case of partnerships the 
year of deduction and payment may be switched depending on whether 
the partner or the partnership makes the contribution. This is true because 
a partner takes his deduction for his share of contributions made by the 
partnership in his taxable year in which falls the last day of the partnership’s 
taxable year. 

In the case of corporations wishing to switch the year of deduction 
the problem is easily solved since, as noted above, a corporation on an 
accrual basis has the election of accruing or postponing the deduction under 
the circumstances indicated. It might be well to add here that an accrual 
basis corporation may take a contribution which qualifies as a business 
deduction, and is not disqualified under Section 23(q), in the year in which 
the deduction accrues. 

One final aspect of timing results from the fact that the amount of 
contributions by a taxpayer tends to fluctuate inversely to the needs of a 
charity. In a lean year the contribution may be small or totally lacking. 
In prosperous years the contribution may be large both because the tax- 
payer feels generous and because he can make the gift at a bargain rate. 
The charity’s requirements, on the other hand, will probably be greater in 
the lean years when demands on it are likely to be greater and contributions 
from all sources are dwindling. Also in lean years the twenty per cent and 
five per cent limitations may become operative. This problem may be solved 
by the creation of a charitable trust. As long as the trust does not un- 
reasonably accumulate its income a contribution to it is deductible. It does 
not have to distribute any of the amounts contributed to it within the year 
and it can accumulate its income within limits. Thus the peaks and valleys 
experienced by the charities to whom the trust supplies funds may be 
levelled to a substantial degree. Charities have become increasingly de- 
pendent on the donations of business enterprises as individual income has 
been shrunk by taxation. The charitable trust for such enterprises appear to 
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furnish part of the answer. Of course, a corporation which is exempt under 
Section 101(6) may be used instead of a trust. 


GIFTS OF PROPERTY 


While a great deal of publicity by the various tax services and by 
charitable organizations has been given to the advantages of gifts of prop- 
erty which has appreciated in value and the disadvantages of gifts of prop- 
erty which has depreciated in value, it is apparent that a good many tax- 
payers do not understand this point. As the rules now stand if a taxpayer 
gives property to a charity that is worth more than its basis, the taxpayer 
is permitted to deduct the fair market value of the property at the time 
of the donation and, what is of primary importance, is not required to pay 
tax on the excess of such value over his basis. On the other hand, where 
the value at the time of the donation is less than the taxpayer’s basis he is 
not permitted to deduct a loss, although he is, of course, permitted to 
deduct the fair market value of the property at the time it is given. For 
example, if a taxpayer owns shares of stock worth $1,000 for which he paid 
$500 he may, if he contributes them to a charity, take a $1,000 charitable 
deduction and he does not have to report any gain. On the other hand, if 
a taxpayer has shares of stock worth $500 for which he paid $1,000 he may, 
if he contributes them to a charity, take a charitable deduction of only 
$500 but he may not take any deduction for the $500 loss. 

So far the government has never attempted, or given any indication 
that it will attempt, to tax the donor on the difference between his basis 
and the fair market value at the time of the gift, at least where capital, as 
distinguished from income, is being given. Before 1923 the government 
limited the deduction to the depreciated cost basis of the property. In 1923 
the Bureau revoked its earlier rulings and amended its regulations to permit 
the deduction of the fair market value at the time of the gift.?8 

Two relatively recent rulings relating to gifts by farmers created quite 
a flurry in the tax bar. In I.T. 3910 *4 it was ruled that the fair market value 
of agricultural produce donated by a farmer to a charity constituted taxable 
income to him. The reasoning was that “the satisfaction derived from a 
contribution of such property” to a charity “results in the enjoyment of 
income within the rule established in the Horst case.” 25 

I.T. 3932 26 involved a request for a ruling as to the treatment for tax 
purposes of the proceeds of the sale of feeder cattle which had been given 
by a father to his son. The father had deducted the cost of feeding and 


* TI-2 Cum. Butt. 148. 

** 1948-1 Cum. Butt. 15. 

* Helvering v. Horst, 311 U.S. 112, 61 Sup. Cr. 144 (1940). 

* 1948-2 Cum. But. 7. But cf. 1.T. 3335, 1939-2 Cum. Buti. 193 and I.T. 2681, 
XII-1 Cum. Butt. 93 which LT. 3335 revokes. 
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raising the cattle and the cattle had a zero basis in his hands. Relying on 
the Horst case 2? the ruling concluded that the father realized income by 
disposing of the cattle and that he could not escape the tax merely because 
“he derived a benefit by means of a gift rather than by sale or exchange.” 
The ruling goes on to say that since the father was in the business of selling 
cattle, the cattle which he gave to his son constituted inventoriable stock in 
trade rather than capital assets and that the value of the cattle at the time 
of the gift therefore constituted ordinary income to be taxed to the father 
in full. 

One of the deans of the tax bar in criticizing the Bureau’s position 
argues that prior to disposition of the donated property there is no income 
to anybody and distinguishes the Horst case 78 on the ground that the interest 
coupons there taxed to the donating father were in fact paid in the tax 
year.2® Mr. Miller quotes with approval the following language of the 
Board of Tax Appeals in the Colby case:*° 


“Since the court has been careful to couple both the gift and pay- 
ment, the opinion should not be read as if the gift alone were sufficient 
realization.” 


He also argues that to treat the difference between basis and value as income 
to the donor overlooks the express provisions of the Code specifying that a 
donee shall use the donor’s basis in computing gain or loss. 

In one of the first cases to consider the new rulings a mother had given 
cattle to her daughter and it was held that the mother was not taxable on 
the difference between her basis and the value at the date of the gift.34_ The 
holding supports Mr. Miller’s argument in that it distinguishes I.T. 3932 on 
the grounds that there the donee had sold the cattle and income had been 
realized whereas in the Farrier case the cattle had not been sold. The dis- 
tinction is not very convincing to the author. 

In another fairly recent case *? a Kansas district court refused to treat 
the value of wheat donated by a farmer to a charity as income to the farmer. 
The cost of producing the wheat had been deducted as a business expense 
during prior years. While the language of the opinion is not helpful the 


** Supra note 25. 

* Ibid. 

* Miller, Gifts of Income and of Property: What the Horst Case Decides, 5 Tax 
L. Rev. 1 (1949). 

* Annie A. Colby, 45 B.T.A. 536, 538 (1941). 

Estate of W. G. Farrier, 15 T.C. 277 (1950). 


*® White v. Brodrick, 104 F. Supp. 213 (D.C. Kans. 1952). Campbell v. Prothro, (5 
CCH 1954 Fep. Tax Rep. 4 9155) decided by the Court of Appeals for the Fifth Circuit 
on January 6, 1954, held that a taxpayer who donated calves to a charity did not realize 
taxable income and allowed a charitable deduction. There was one dissent. This is a 
very strong case and since the opinion is by Judge Hutcheson, a great judge, it cannot 
be dismissed lightly on the grounds suggested to the author that the case involved 
cattle and was decided in the cattle country. 
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decision indicates how a court in the farm belt feels about any such foolish- 
ness as taxing a man with income when obviously he hasn’t received any— 
Horst to the contrary notwithstanding. It will be noted that the farmer 
got a double benefit. He deducted the full value of the wheat in one year 
and he deducted the expenses of producing it in another. This double de- 
duction certainly could not have been intended. 


Does a Taxpayer Realize Income When He Makes a Gift? 


There are vogues in the tax field and one of the latest is the problem 
of whether a taxpayer realizes income when he makes a gift. The problem 
is intriguing and far more difficult of solution than it superficially appears 
to be. It is the kind of problem to which people react violently. After a 
few moments reflection one is likely to find oneself a strong advocate of 
one position or another. We are fortunate that this question has been 
exhaustively and ably analyzed by some of the best brains of the tax bar.%* 
The author can add nothing to what is said in the articles cited except to 
indicate his own conclusions. Candor demands that he add that he is less 
certain of his conclusions than he was when he first considered the question. 

It appears to the author that a taxpayer realizes taxable income when 
he gives away property worth more than its basis. It should make no 
difference that the donee is a charity. The rule which frees from the tax 
the appreciation in the value of a capital item donated to a charity is an 
anomaly explained by the fact that it fosters the policy of subsidizing charity 
admittedly a somewhat cavalier explanation. This position cannot be ex- 
plained on logical grounds and should not be made applicable to other 
realization situations. Probably the time of realization should be the time 
the gift is made. This has the advantage of administrative simplicity and 
can be rationalized fairly satisfactorily. If the donor is taxed on the income 
the basis of the property given should be increased to reflect the amount 
on which the donor has paid tax. There does not appear to be any satis- 
factory reason for distinguishing between gifts of capital and income items. 
All of these conclusions are open to challenge and have been expertly 
challenged in some of the articles cited above. Perhaps the author’s con- 
clusion stems primarily from the fact that he perceives grave difficulties if 
a donor is permitted to divide up his income via the gift route. Certainly a 





* Bittker, Charitable Gifts of Income and the Internal Revenue Code: Another 
View, 65 Harv. L. Rev. 1375 (1952); Griswold, Charitable Gifts of Income and the 
Internal Revenue Code, 65 Harv. L. Rev. 84 (1951); Surrey, The Supreme Court and 
the Federal Income Tax: Some Implications of the Recent Decisions, 35 Ill. L. Rev. 779 
(1941); Miller, Gifts of Income and of Property: What the Horst Case Decides, § Tax 
L. Rev. 1 (1949); and Roehner, Realization; Administrative Convenience or Constitu- 
tional Requirement?, 8 Tax L. Rev. 173 (1952). The Roehner article is particularly 
valuable because it analyzes the other articles cited. 
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farmer should not be permitted to divide his crops within the family circle 
and escape tax on what he has produced as a farmer.** 

The law in this area has certainly not crystallized and the process of 
solving the question should be carefully watched. In the meantime, it seems 
safe to assume that the Bureau will not attempt to tax the appreciated value 
of a capital item donated to a charity although it will attempt to tax gifts of 
income even though the donee is a charity. This adds an anomaly to an 
anomaly but is probably the present state of affairs. 


Gifts of Services 


In OD 712 it was ruled that the value of gifts of services are not de- 
ductible.*> The decision does not explain the basis of the ruling. It merely 
states that gifts have always been considered to be gifts of money or prop- 
erty. However, the ruling seems sound. 


Pledges 


In cases where the donor has made a pledge prior to donating property 
which has appreciated in value, the use of such property to redeem the 
pledge will result in the realization of taxable capital gain. 


Gift of Property Rather Than the Proceeds 


When property is given, rather than the proceeds of property, the 
donor should divorce himself entirely from the sale of the property. In one 
instance which has come to the author’s attention, a taxpayer notified his 
broker to sell stock and distribute the proceeds to a designated charity. No 
matter how the direction to the broker is phrased such a transaction should 
be treated as though the taxpayer had sold the stock, collected the proceeds, 
and turned them over to a charity. Therefore he will be charged with a 
capital gain if the property has appreciated in value. On the other hand, 
where the property has depreciated in value the taxpayer should sell on his 
own account to insure both the capital loss deduction and the deduction for 
a contribution. 

Where a single piece of property of substantial value is donated it is 
possible that the twenty per cent limitation may be exceeded. In such a 
case the donor may make contributions annually of undivided interests 
sufficiently small to fall within the limitation. If the property has appre- 
ciated in value it is dangerous to take back the charity’s notes and cancel 
them in subsequent years inasmuch as the notes may have a fair market value 


* Cf. Visintainer v. Commissioner, 187 F.2d 519 (10th Cir. 1951). 

* OD 712, III Cum. Butt. 188. Rev. Rul. 162, 1953-18 LR.B. 4., denies the right to 
deduct the value of blood donated to charity on the doubtful ground that the donor is 
performing a service rather than giving property. A simple way to avoid the effect of 
this ruling would be to have donors exchange blood and then make the donation. 
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thereby subjecting the donor to tax on a capital gain in the year he receives 
the notes.®® 


Old Clothes, Household Goods, etc. 


Another charitable deduction possibility frequently overlooked is that 
the fair market value of old clothes, household goods, and other rummage 
donated to charity is deductible. A number of well known charities, in 
order to encourage such donations, make a practice of placing a valuation 
on the donated items and giving the donor a letter evidencing such value. 
Educating the public on this possibility has produced a substantial source 
of revenue for charities as well as a supply of items needed by the charity 
in its operation. Also, items available through trading stamps and similar 
devices used by merchants to encourage trade may benefit a charity while 
at the same time giving the taxpayer a deduction. Frequently taxpayers 
discard trading stamps as not being worthwhile thereby discarding an oppor- 
tunity to help charity as well as to take a deduction. 


Expenses Incurred on Behalf of Charity 


Expenses incurred by a taxpayer on behalf of a charity are deductible. 
For example, the cost of gasoline, oil, and telephone service used in making 
solicitations or in performing services for a charity are deductible as char- 
itable contributions. Unreimbursed travel expenses incurred on a trip made 
at the request of the proper officers of a charitable organization are also 
deductible.37_ However, the rental value of property which a taxpayer per- 
mits a charitable organization to use rent free is not deductible. The 
Bureau’s position appears to be that this item is in the nature of a contribu- 
tion of income which should be included in the taxpayer’s ordinary income 
with a corresponding deduction for the contribution—a wash transaction 
which avoids difficult valuation problems. It has been suggested, however, 
that this item is something which never has been thought of historically as 


* Andrus v. Burnett, 50 F.2d 332 (D.C. Cir. 1931). This kind of transaction may 
present a basis problem. Suppose property worth $20,000 and having a basis of $10,000 
is transferred to a charity in exchange for $10,000 of the charity’s notes. It is clear that 
the taxpayer is entitled to a $10,000 deduction. When he cancels the notes in a subse- 
quent year he will expect to take an additional $10,000 as a deduction. If this transaction 
is treated as though the taxpayer were selling half of the property and donating the 
other half it might be argued that the basis of the property should be allocated between 
the part that is given and the part that is sold and that consequently the taxpayer has a2 
capital gain of $5,000. The Bureau’s present position seems to be that it is not necessary 
to allocate basis in this fashion and that the taxpayer realizes no gain. 

* Special Ruling, 3 CCH 1944 Fep. Tax Rep. § 6641. The ruling authorizes a deduc- 
tion of unreimbursed travel expenses “incurred by an individual in connection with the 
performance of his duties while serving without compensation on the governing board 
or as an officer” of an exempt charity. There appears to be no sound reason for requir- 
ing that the taxpayer be serving totally without compensation or that he be an officer 
or on the governing board of the charity. It should be sufficient if the travel was at the 
formal request of the proper officers and for the benefit of the charity. 
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income and should have no significance as far as the income tax is concerned 
either as income or as a deduction. For example, if a father allows his son 
to occupy a part of his residence it has never been claimed that the father 
realizes any income. The way in which the deduction of rental value is 
denied may make a difference. If the former line of reasoning is followed 
the rental value when added to other charitable contributions might exceed 
the twenty per cent limitation. Furthermore, there is some doubt as to 
whether expenses incurred in connection with property which a taxpayer 
permits a charity to occupy rent free are deductible, because the transaction 
is scarcely one which is entered into for profit. 


Special Problems 


In cases where a taxpayer is in a high tax bracket and owns property 
which has greatly appreciated in value he may realize more by giving the 
property to a charity than he can by selling it. A single taxpayer with tax- 
able income of $70,000 incurs a tax of $8,000 on the top $10,000 of his 
income, retaining only $2,000. If he has property worth $10,000 with a basis 
of $1,000 and donates it to charity his total tax will be $36,616 instead of 
$44,616—a saving of $8,000 in taxes. If he sold the property for $10,000 he 
would have a capital gains tax to pay of $2,340, assuming the property was 
held over six months. He would therefore net only $7,660 which is $340 
less than the tax saving of $8,000 derived from donating the property. Fur- 
thermore, if he sold the property he would have total taxes to pay of 
$46,956 ($44,616 on income and $2,440 on the capital gain) as against 
$36,616 where a charitable deduction of $10,000 is available. Therefore he 
has a double benefit—he realizes $340 more by giving than by selling and 
he has benefited a charity. Obviously, however, he would be better off if 
he retained the $10,000 asset. It is only in cases where a taxpayer is in need 
of funds and is required to look to property which has greatly appreciated 
in value that this approach will work.®® 

One further point before leaving this general subject. Assume that a 
taxpayer owns a piece of property having a basis of $10,000 and a fair market 
value of $90,000 and that he mortgages the property to secure a loan of 
$30,000 and then donates the property to a charity which assumes the mort- 
gage indebtedness. It seems clear that the taxpayer is entitled to a charitable 
deduction equal to the fair market value of the equity. It also seems clear 
that he has a capital gain of $20,000. It has been suggested, however, that 
in determining capital gain the basis of the property should be prorated on 


* The following figures may be of interest: Where the ratio of basis to market 
value is 10% the income tax rate at which a gift becomes more profitable than a sale is 
76+%; where such ratio is 20% such rate is 80+-%; where such ratio is 30% such rate 
is 81+%; where such ratio is 40% such rate is 84+%; where such ratio is 50% such 
rate is 86-4-“-; where such ratio is 60% such rate is 89+-%; where such ratio is 70% 
such rate is 92°, the maximum 1952 tax rate. 
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the theory that the taxpayer is selling a portion of the property for $30,000 
and donating the balance. This suggestion does not appear to be sound for 
the simple reason that the assumption is wrong. The taxpayer is disposing 
of his entire interest in the property and realizes $30,000 on the transaction. 
If there is any doubt on this point it is a simple matter for the taxpayer to 
convey the property to a land trust and have the trustee execute the mort- 
gage and then donate the property subject to the mortgage to the charity. 
This seems unnecessary but eliminates any possibility of a contention that 
the taxpayer is selling a part of the property and giving the rest away. 


CHARITABLE TRUSTS 


The term “charitable trust” as used here means a trust which is exempt 
from income tax under Section 101(6) of the Code. That Section provides 
that an organization, including a trust, which is “organized and operated 
exclusively for religious, charitable, scientific, literary, or educational pur- 
poses, or for the prevention of cruelty to children or animals, no part of the 
net earnings of which inures to the benefit of any private shareholder or 
individual, and no substantial part of the activities or which is carrying on 
propaganda, or otherwise attempting, to influence legislation” shall be exempt 
from income tax. This exemption does not extend to Supplement U income 
and may be lost if the trust engages in a “prohibited transaction” or improp- 
erly accumulates income. 

A non-exempt trust is afforded an unlimited deduction for contribu- 
tions to charity under Section 162(a), subject to restrictions relating to 
Supplement U income, prohibited transactions, and the improper accumu- 
lation of income, comparable to those applicable to charitable trusts. The 
distinction between the exemption afforded to one and the deduction 
afforded to the other is clear enough but for some reason has lead to 
confusion. 


Abuses Prior to 1950 


As matters stood before the 1950 Revenue Act the door was wide open 
to using the charitable trust as a device for concealing rank tax evasion. 
Although reliable statistics are not available, due primarily to the fact that 
most exempt trusts once having obtained an exemption were not required 
to reveal anything further regarding their activities, there can be little ques- 
tion but that many “charitable” trusts were administered in such a way that 
the benefits, if any, to charity were a more or less, and often less, valuable 
by-product. Even where a charitable trust was initially created with the 
purest of motives the financial stresses of the last two decades and the open 
door to evasion must have occasioned situations where the temptation to 
use the trust for the benefit of the settlor and at the expense of charity was 
almost irresistible. The practical guarantee that diversion would go un- 
detected would not make the resistance to temptation any easier. High tax 
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rates and an invitation to evasion stretch moral fibre painfully. The com- 
bination has destroyed more than one tax system. In brief, the situation was 
unhealthy in the extreme. 

The Committee Report on the 1950 Revenue Act *® lists the principal 
abuses indulged in by some taxpayers in dealing with their “charitable” 
trusts. They bought securities and other property from, or sold them to, 
their trusts at prices advantageous to themselves and disadvantageous to the 
trusts. They borrowed at abnormally low rates of interest or on inadequate 
security. They exacted abnormally high salaries for their services and for 
the services of members of their family. They bought services from the 
trusts on preferential terms. Also, they permitted the accumulation of in- 
come by their trusts, thus providing a substantial private bank. And all this 
without being required to report their transactions to anybody, with the 
result that it was virtually impossible for the Bureau to discover or prevent 
these abuses. 

Added to this unsatisfactory state of affairs the courts, possibly seduced 
by the worthiness of charitable causes, construed Section 101(6) with 
extraordinary liberality. An organization “operated exclusively” for charity 
includes an orphanage, which operates oil and gas leases, public utilities, 
amusement parks, and a dairy and truck farm. The courts have changed 
“exclusively” to mean “primarily.” They have upheld the exemption 
although beneficiaries of the trust included needy relatives, old family 
retainers, or employees of the donor’s corporation. The “no part of the 
net earnings” clause has been weakened by interpolating the word “sub- 
stantial.” 4° 


Remedies of the 1950 Revenue Act 


This was the noxious situation which the 1950 Revenue Act sought to 
remedy. 

In the first place the Act denies exemption from taxation to a charitable 
trust which has engaged in a “prohibited transaction.” #1 These transactions 
are defined in Section 3813(b) of the Code as any transaction after July 1, 
1950, in which a charitable organization (1) lends money without adequate 
security and a reasonable rate of interest, to; (2) pays unreasonable com- 
pensation, to; (3) performs services on a preferential basis, to; (4) buys 
securities or other property for more than an adequate consideration, from; 
(5) sells securities or other property for less than an adequate considera- 
tion, to; or (6) makes a substantial diversion of income or corpus, to; the 


* Pertinent excerpts may be found in 3 CCH 1953, Feo. Tax Rep. 4 1135D-3.015. 


“ The cases are collected and ably discussed in Jenks, The Use and Misuse of Sec- 
tion 101(6), New York University Seventh Annual Institute on Federal Taxation, 1051 
(1949). 


“Int. Rev. Cope, § 3813(c). 
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settlor, a substantial contributor, a member of the family of either, or a 
controlled corporation of either. 

The provisions disallowing the exemption are specifically made in- 
applicable to an educational organization maintaining a regular faculty and 
curriculum with a regularly enrolled student body in attendance, an organi- 
zation receiving a substantial part of its support from the United States or 
any state or political subdivision, and an organization whose principal func- 
tions are the providing of medical or hospital care or medical education or 
medical research.*? 

The exemption will be denied only for taxable years after the taxable 
year during which the trust is notified by the Secretary of the Treasury 
that it has engaged in a prohibited transaction, unless the trust entered into 
such a transaction with the purpose and result of diverting a substantial part 
of its corpus or income.** 

Once the exemption has been denied it may be reinstated upon applica- 
tion filed under regulations which have already been adopted, if the trust 
can convince the Secretary that it will not knowingly err again.** 

Contributions made to a trust during a year in which it is not exempt 
are not deductible by the contributor. It will be noted that this denial of a 
deduction to a contributor operates prospectively, with the one exception 
described below where the contributor participates in a substantial diversion. 
This is true because the notification denying the exemption is not effective 
in the year in which it is given but for the following year. This provides 
substantial protection to innocent contributors inasmuch as they will not be 
denied a deduction unless, in a prior year, the Secretary has notified the 
trust that it has engaged in a prohibited transaction. The contributor is 
thus afforded an opportunity to check before making his donation. If a 
contributor participates in a prohibited transaction resulting in a substantial 
diversion of the corpus or income of the trust he will be denied a deduc- 
tion for his contribution regardless of whether the contribution was made 
in a taxable year succeeding or prior to the time of notification. There is 
certainly no reason why a donor participating in a prohibited transaction 
involving a substantial diversion should not be denied a deduction retro- 
actively. In point of fact Congress appears to have been generous in not 
making the retroactive disallowance of a deduction applicable to any con- 
tribution where the contributor had participated. Attention is called to the 
fact that this denial of a deduction cannot be applied to years prior to 1950 


“7d. § 3813(a), which in addition to the organizations mentioned in the text, ex- 
cepts “a religious organization (other than a trust)” and an organization operated, super- 
vised, controlled or principally supported by “a religious organization (other than a 
trust).” Why the distinction between a religious corporation and a religious trust? 

“Int. Rev. Cope, § 3813(c) (2). 

“Td. § 3813(d); US. Treas. Reg. 118, § 39.3813—2 (1953). 
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since as a matter of definition a prohibited transaction is one entered into 
after July 1, 1950.* 

The 1950 Act also denies exemption to a Section 101(6) trust if the 
amounts accumulated out of income during the taxable year or any prior 
taxable year and not actually paid out by the end of the taxable year are 
unreasonable in amount or duration in order to carry out the purposes of 
the trust, or are used to a substantial degree for a purpose other than one 
constituting the basis on which the exemption was granted in the first place, 
or are invested in such a manner as to jeopardize the carrying out of the 
charitable purposes. Exemption is denied for the year in which the pro- 
hibited accumulation occurs. The denial is therefore not prospective in 
operation as it is in the case of prohibited transactions. Note that contribu- 
tions to the trust are not “income” and the accumulation of contributions is 
not proscribed. 

Also, in contrast to the provisions relating to prohibited transactions, 
a contributor to a trust improperly accumulating income is not denied a 
deduction and there is no provision for regaining an exempt status because 
such a provision is unnecessary. The exemption will again be available in a 
year in which the trust does not improperly accumulate income. 

A trust which has lost its exemption under Section 101(6) may still 
be permitted to deduct its contribution under Section 162(a) of the Code 
which applies to trusts generally. However, Section 162(g)(2)(A) and (4) 
impose a limitation of fifteen per cent of net income on the amount of con- 
tributions which may be deducted if the trust has engaged in a prohibited 
transaction or improperly accumulated income. 

The prohibited transactions and improper accumulation of income pro- 
visions under Section 162(g) are the same as those provided in Sections 
3813 and 3814. 

Attention should be called to the fact that Section 162 deals only with 
trusts while Section 101(6) includes not only trusts but corporations, com- 
munity chests, funds, and foundations. Therefore, while this discussion has 
been primarily concerned with charitable trusts it may be well to point out 
that where the Section 101(6) organization is a corporation it may not 
take any deduction under Section 162(a), because that Section deals only 
with trusts, but may take a deduction under Section 23(q) which, as men- 
tioned earlier, will be limited to five per cent of its net income. This is 
one advantage a charitable trust has over a charitable corporation, since the 
limitation on the deduction in the case of a trust is fifteen per cent. 


Supplement U Provisions 


Another concept added by the 1950 Revenue Act relates to Supplement 
U income. 


“Int. Rev. Cope, § 3813(c) (1). 
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It is not necessary for a trust to qualify for the exemption under Sec- 
tion 101(6) that it be engaged directly in one of the specified charitable 
activities. It is enough that its income is devoted to such an activity.*® This 
general rule was the subject of considerable controversy exemplified by 
the famous Roche’s Beach case *7 which was resolved by the 1950 Act 
which provides that: “An organization operated for the primary purpose 
of carrying on a trade or business for profit shall not be exempt . . . on the 
ground that all of its profits are payable to one or more organizations 
exempt under” #* Section 101. 

Congress realized that tax-exempt organizations engaged in business 
enjoyed a strong and unfair advantage over private business organizations 
engaged in competitive enterprises. In addition charities frequently “traded 
on their tax exemptions” in ways which virtually amounted to selling their 
exemptions. Purchase and lease-back arrangements were entered into under 
which a charity might finance the purchase entirely out of subsequent 
earnings and these arrangements had become “big business.” One com- 
mentator referred to this situation as the most important financial develop- 
ment in ages. The tax exemption was being exploited to the hilt. The 
Supplement U provisions of the 1950 Act were adopted to cure this situa- 
tion.*® 

Supplement U is applicable to, among others, any organization, trust, 
or corporation, which is otherwise exempt under I.R.C. 101(6) with the 
sole exception of “a church or convention or association of churches.” 

The Supplement U provisions are extremely complicated and cannot 
be covered adequately in this paper. Suffice it to say that Supplement U 
was designed to tax the income of Section 101(6) and certain other charitable 
organizations which is derived from businesses in which they compete with 
private enterprise and also to tax rentals received from property purchased 
by a charity with borrowed funds. This is accomplished by imposing the 
regular corporate and individual income taxes, depending on whether the 
organization is a corporation or a trust, on the “unrelated business net in- 
come” of such organizations.®° Dividends, interest, royalties, capital gains, 
certain income from research and rents, other than rent received under a 
Supplement U lease, are exempt from the Supplement U tax. Rental re- 
ceived under a Supplement U lease is included in unrelated business net 
income in the proportion that the unpaid indebtedness on the leased prop- 


“ Harrison v. Barker Annuity Fund, 90 F.2d 286 (7th Cir. 1937). 

“ Roche’s Beach, Inc. v. Commissioner, 96 F.2d 776 (2d Cir. 1938). These cases are 
discussed in Mr. Jenks’ article cited in footnote 40. 

“Int. Rev. Cope, § 101. Rental of real estate and personal property rented with 
real estate is not included in a “trade or business” as used in the language quoted in the 
text. 

“Int. Rev. Cone, §§ 421-423. 

° U.S. Treas. Reg. 118, 39.421-1 states, however, that a charitable trust is not allowed 
the usual $100 exemption as a credit against Supplement U income. 
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erty bears to the adjusted basis of the property. If, however, the property 
is leased primarily for purposes “substantially related” to the organization’s 
exempt purpose (for example, a clinic leased by a hospital to an association 
of doctors), it will not be considered a Supplement U lease. 

The provisions relating to Supplement U income, as might have been 
anticipated, contain a large number of generalized terms which are bound 
to cause difficulties. Considerable assistance in interpreting these terms will 
be found in the Committee Report, and the historical background is not 
unhelpful. For example, the Committee Report contains an informative 
discussion of what Congress means by a business which is “unrelated” or 
“regularly carried on.” ; 

Attention is specifically called to the fact that receipt by a charitable 
trust which is exempt under Section 101(6) of unrelated business income 
which is taxed under Supplement U does not render the trust taxable on its 
non-Supplement U income. This is a distinct improvement over the prior 
case law under which such a trust was either taxable on all of its income 
or none of it. 

What has been said above with reference to Supplement U deals with 
its application to Section 101(6) trusts. As far as non-exempt trusts are con- 
cerned Supplement U is made applicable to them under Section 162(g) (1) 
by denying a deduction for any contribution “with regard to income of 
the taxable year which is allocable to its supplement U business income for 
the year.” As used in that paragraph “Supplement U business income,” is 
defined to mean the same thing it does in the case of Section 101(6) trusts. 


Continued Supervision of a Trust 


Before leaving this general subject it may be well to stress the fact that 
continued supervision of the operations of a trust now become more im- 
portant. In the past a Section 101(6) trust, once it had been launched and 
an exemption secured for it, was forgotten. Now, from year to year, the 
operations must be watched to make sure that its exemption is not lost and 
also to calculate the cost of entering into transactions which might subject 
it to taxation under Supplement U. 

Possibly what may prove to be the most valuable contribution made 
by the 1950 Act is the addition of Section 153 to the Code which requires 
Section 101(6) organizations to file annual information returns. These 
returns, which must be filed by the fifteenth day of the fifth month follow- 
ing the close of the organization’s fiscal year, must show the trust’s gross 
income, expenses, disbursements for charitable purposes within the year, 
accumulation of income within the year, aggregate accumulations of income 
at the beginning of the year, disbursements out of principal in the current 
and prior years for charitable purposes, and a balance sheet. The return 
form is Form 990-A. Returns are not required of certain religious and edu- 
cational organizations or charitable organizations supported by government 
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funds. Congress was of the opinion that the public character of these 
organizations made their activities sufficiently public to make returns un- 
necessary. 

Section 153 also requires annual returns of trusts claiming a deduction 
under Section 162(a). These returns, which must be filed by the fifteenth 
day of the fourth month following the close of the trust’s fiscal year, must 
show the amount of the charitable deduction taken under Section 162(a) 
within the year with a breakdown between the amount actually paid out 
and the amount permanently set aside, the amount paid out within the year 
from charitable deductions taken in prior years, the amount of charitable 
deductions taken in prior years remaining undistributed at the beginning of 
the year, the amount paid out of principal in the current and prior years, 
the total income of the trust and expenses attributable thereto, and a balance 
sheet. The return form is Form 1041-A. 

Unquestionably these returns will be a nuisance to many charitable 
trusts whose activities are above criticism. Also there is the usual possi- 
bility that guilty trusts will fail to file. In some cases such failure will be 
deliberate and in others will be due to ignorance of the requirement. Pre- 
sumably, however, the Commissioner, who has a record of all trusts apply- 
ing for an exemption under Section 101(6) will mail copies of the informa- 
tion return to them. The penalty for failure to file is not light.54 As noted 
by Mr. Jenks in his article “The charitable trust-avoidance ‘racket’ is mean 
and vicious, because it throws a shadow over all charitable institutions, most 
of which serve real humanitarian purposes.” He suggested, well in advance 
of the 1950 Act, that charities “are faced with the necessity of either amend- 
ing section 101(6) or improving its administration, in their own interest.” 
The nuisance of filing information returns is a small price to pay. 

Scarcely had Section 153 been added to the Code when Congress 
realized that there was no necessity of having information returns from 
trusts which distributed all of their income during the taxable year. Con- 
sequently, the 1951 Act amended Section 153(b) which requires trusts 
claiming an exemption under 162(a) to file information returns, by adding 
a sentence making Sub-section 153(b) inapplicable if all the net income of 
the trust for the year “is required to be distributed currently to the bene- 
ficiaries.” Probably this amendment does not go as far as Congress intended 
since a trustee with discretion to accumulate is not “required” to distribute 
all of the income in the year although he may do so. It would seem that 
the distribution of all of the trust’s income in the taxable year, whether 
required or not, should be sufficient to relieve the trust of the necessity of 
filing a return. 

Section 153(c) provides that information supplied on Forms 990-A 


In the case of a wilful failure to file, the penalties provided by Section 145 (a) 
are applicable—namely a fine of not more than $10,000 or imprisonment for not more 
than one year, or both. 
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and 1041-A shall be made available to the public. The Secretary has issued 
regulations to the effect that such returns shall be open to inspection during 
regular business hours in the office of the “Collector” for the district in 
which the returns are filed, namely, the district in which the organization 
has its principal office. 

The fair minded will agree that the restrictions on charitable trusts 
added by the 1950 Revenue Act were necessary although, concededly, they 
are not perfect and present problems which will not be easy to solve. The 
liberal use of generalizations, such as “reasonable,” “adequate,” “normally,” 
and “preferential,” is likely to cause difficulties but generalization was 
probably unavoidable. In any event, the honest taxpayer is not likely to be 
hurt although he and his advisors may encounter difficulties in prophecying 
how near to an abstract and shifting line he may go before he has crossed it. 


Advantages of Charitable Trusts 


With the above restrictions in mind the charitable trust has these ad- 
vantages: 


1. The entire income of the trust is exempt from taxation. 

2. The beneficiaries of the trust may be an individual. Thus, a worthy 
scientist may be provided funds for experiments; a deserving individual 
may be educated. An individual or corporation is not allowed a deduction 
for such purposes. 

3. The beneficiaries may be foreign, such as a missionary. It will be 
recalled that a contribution by a corporation in order to be deductible must 
be used within the United States. 

4. A charitable trust makes possible the benefits of timing discussed 
earlier. 


While this discussion has been concerned with charitable trusts it may 
be well to point out again that Section 101(6) is equally applicable to 
charitable corporations. A corporation may be preferred to a trust for a 
number of reasons. In the first place corporate procedures are well defined 
and this tends to insure formality which is desirable since an informal group 
will not qualify for the exemption. In addition the corporate pattern is 
better established which may facilitate qualifying the organization for the 
exemption. Also it is easy to amend the charter of a charitable corporation 
which is, of course, not true of an irrevocable charitable trust. One dis- 
advantage, mentioned earlier, that occurs is that if a charitable trust is 
denied its exemption it may still obtain a deduction for contributions up to 
fifteen per cent of its net income, whereas a corporation which has been 
deprived of its exemption will be limited to five per cent. 


ESTATE AND GIFT TAXES 


The provisions of the Code covering estate and gift taxes permit de- 
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ductions for contributions to charitable organizations.® In order to preserve 
what seems to be a deliberate policy of confusion, the organizations specified 
in the gift tax and the estate tax, although comparable to each other and 
to those listed in Sections 23(0), 23(q) and 162(a), are not precisely the 
same and the Sections cited should be consulted when the occasion arises 
for making a gift or drafting a will. The provisions disallowing deductions 
for contributions to organizations engaging in prohibited transactions, how- 
ever, are identical with the provisions on this subject already discussed since 
Sections 162(g)(2)(E) and 3813(e) specifically refer to the provisions of 
the estate and gift taxes listed in the last footnote. 

Karl Marx and his followers are not the only ones who appreciate the 
lethal effects of taxation on private enterprise. While the estate tax is still 
far from eliminating the right to inherit, as Marx recommended, the owner 
of a business is painfully aware of the fact that his business, as a going con- 
cern, may be destroyed by taxation on his death. 

The charitable foundation has been used as an effective means for pre- 
serving a going business for the heirs and legatees of the creator of a profit- 
able enterprise. The Ford Foundation illustrates how this arrangement 
operates. A substantial amount of non-voting preferred stock was given to 
the Foundation leaving voting control in the hands of the family. The re- 
duction in estate and gift taxes must have been enormous and in all proba- 
bility the Ford Motor Company would not have survived if these deductions 
had not been possible. 

These foundations have been subjected to severe criticism and un- 
doubtedly in a few cases the criticism was justified. In fact the House Bill 
introduced at the time the 1950 Revenue Act was under consideration con- 
tained a provision denying a charitable deduction for income, estate, and 
gift tax purposes, if the contributor or members of his family had control 
of the donee organization and the contribution consisted of stock in a cor- 
poration in which the donor, together with members of his family, control 
fifty per cent or more of the stock, constituting stock held by the tax exempt 
organization controlled by the family. The Senate Finance Committee felt 
that the House had overlooked the fact that the donor and his family would 
be compelled to use the contribution solely for charitable purposes and 
persuaded the House to eliminate this provision from the final Bill. Even 
if preservation of control of a family business is the primary motivating 
factor for the creation of foundations of this character, it must be admitted 
that the benefits to charity, even if they are a secondary consideration, are 
huge. The argument can, of course, be made that the public would benefit 
substantially by the taxes resulting if the deduction were denied. In many 
cases, however, the value of stock in a well administered corporation is 
worth more than the taxes the government might collect. Killing the goose 


@ Int. Rev. Cope, §§ 812(d), 861(a) (3), 1004(a) (2) (B), and 1004(b)(2) and (3). 
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that lays the golden eggs has never been profitable. Be this as it may there 
is sufficient evidence in the case of at least one foundation that such founda- 
tions may be badly misused and some kind of remedial legislation in this 
quarter may be anticipated. 

Charitable foundations can be created as corporations or as trusts. The 
advantage of the corporate form over the trust form has already been men- 
tioned. If a trust is used the Clifford regulations should be consulted. 

Also if a trust is used which is not qualified under Section 101(6) be- 
cause a portion of the income is payable to the donor or his wife or family 
the problem of invasion of corpus for the benefit of an individual cestui 
creates hazards which must be ¢arefully avoided. 

The regulations under the estate tax °° specifically recognize that if a 
trust is created for both a charitable and private purpose, deduction may 
be taken for the value of the beneficial interest in favor of the charity but 
only “in so far as such interest is presently ascertainable.” It seems reason- 
ably clear that the deduction for income tax purposes stands on the same 
footing as the deduction for estate tax purposes and that the same legal 
rules should be applied in both situations. As a matter of fact the Tax Court 
has so held.5* The value of the charity’s interest will not be ascertainable 
with sufficient definiteness to satisfy the case law on the subject unless there 
are objective standards for guiding the trustee on the propriety of using 
corpus for a private beneficiary. 

Where the invasion is dependent on unknown future circumstances the 
deduction is not necessarily disallowed. For example, where the right to 
invade corpus is conditioned upon the need of the life tenant it has been 
held, in a case involving the estate tax, that an estate will be allowed a 
deduction if it can show the extreme improbability of such need.55 The 
deduction was denied where the decedent’s will permitted invasion for “the 
comfort, support, maintenance and/or happiness of my wife.” 5 

The line of cases cited in the last footnote serves fair warning that an 
objective standard of invasion should be provided. The definition of a 


® U.S. Treas. Reg. 105, § 81.44 (1942). 

* Estate of William P. Allen, 6 T.C. 597, 603 (1946). 

* Ithaca Trust Company v. United States, 279 U.S. 151, 49 Sup. Cr. 291 (1929). 

* Merchants National Bank and Trust Company v. Commissioner, 320 U.S. 256, 
64 Sup. Cr. 108 (1943). This line of cases is reviewed in a recent opinion in a close case. 
Blodget v. Delaney, 201 F.2d 589 (ist Cir. 1953). See also Henslee v. Union Planters 
National Bank and Trust Company, 335 U.S. 595, 69 Sup. Ct. 290 (1949), where the 
power to invade was “for the pleasure, comfort or welfare of my mother.” The 
mother’s own income and way of life made it extremely unlikely that corpus would 
be invaded for her benefit and by the time the case had reached the Supreme Court 
the mother had died and the corpus remained intact. Nevertheless, deduction was 
denied. This is the kind of holding that provokes a Mr. Dooley to remark “The law is 
a ass, a idiot.” As Mr. Justice Frankfurter said in his dissent in the Henslee case, p. 600, 
“Wisdom too often never comes, and so one ought not to reject it because it comes 
late.” 
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general power of appointment contained in Section 811(f)(3)(A) suggests 
satisfactory phraseology. That provision excepts from the definition of a 
power of appointment, a power of invasion limited by an ascertainable 
standard relating to “health, education, support or maintenance.” It is 
advisable to further qualify “support” and “maintenance” by referring to 
a particular point of time such as a power to invade for the support and 
maintenance of a beneficiary “in the style to which the beneficiary was 
accustomed at the time of the creation of this trust.” Of course, the amount 
deductible will be reduced by the amount of corpus which may be used for 
an individual beneficiary. Beware of such words as “welfare,” “happiness,” 
and “pleasure.” 

In closing, the advantages of the purchase of an annuity from a charity 
should be mentioned. A number of charities have adopted procedures under 
which they will accept contributions subject to an agreement to pay an 
annuity to the donor or to some beneficiary selected by him. To the extent 
that the amount contributed exceeds the value of the annuity the donor is 
entitled to take a charitable deduction. This arrangement has the advantage 
of assuring a fixed income to the annuitant and relieving him of all invest- 
ment and management problems. Also the annuitant pays an income tax 
on only three per cent of the cost of the annuity until he has recovered 
his purchase price. Most charities do not provide for a loading charge. 
Many charities have adopted tables showing rates of return at various ages 
and also have available standard annuity agreements. 

It is hoped that this article will be of some assistance to those charged 
with the humane and increasingly difficult task of soliciting charitable con- 
tributions. 
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Notes 


TAX ASPECTS OF INTRAFAMILY 
ANNUITIES 


An inevitable concomitant of taxation is the taxpayer’s urge to mini- 
mize its burden. Men spend immensurable hours seeking devices through 
which it may be possible to avoid at least a portion of their tax load. A 
simple device frequently used today—despite risk, uncertainty, and possible 
adverse results—is the intrafamily annuity. T, a father, owns property which 
he agrees to transfer to S, his son, in exchange for S’s promise to make 
stipulated periodic payments to T for the remainder of T’s life. The transfer 
may be entirely motivated by the desire for tax advantages, or it may be 
simply that T wants relief from the responsibilities of management, and 
yet is unwilling to surrender the property unless he has definite assurance 
of income for his remaining years. From this simple transaction may follow 
substantial tax savings—or disadvantages. It is well for the taxpayer before 
entering into such an agreement to consider all of the possible resulting tax 
consequences. 

GIFT TAX ASPECTS 


Chronologically, the first question to be considered is whether or not a 
gift tax liability will arise from the proposed annuity agreement. This de- 
termination is not difficult for the rules in this area of tax law are well 
settled. Whenever a transfer is made, according to the Code! “. . . for less 
than adequate and full consideration in money or money’s worth,” the trans- 
fer is taxable as a gift to the extent that the property transferred exceeds the 
value of the consideration received in exchange. The promise to make an- 
nuity payments constitutes consideration in money or money’s worth? and 
the determination of the value of such a promise for gift tax purposes has 
not particularly troubled the Tax Court.? In Estate of Koert Bartman* it 


Int. Rev. Cope, § 1002. 

*Estate of Koert Bartman, 10 T.C. 1073 (1948); Estate of Sarah Bergan, 1 T.C. 543 
(1943), (here the consideration was a promise of support and not a definite sum, but it 
was valued in the same way as an annuity for life). 

* This, however, is not true for income tax purposes. See p. 633 infra. 

“Estate of Koert Bartman, supra note 2. This table is based upon the Actuaries or 
Combined Experience Mortality Table with 4% interest. In Estate of Charles H. Hart, 
1 T.C. 989 (1943) the value of an annuity to be deducted from a gross estate was com- 
puted by use of a table in Section 81.10 of the U.S. Treas. Reg. 105. (Same base as the 
table in the gift tax regulations.) The taxpayer contended the value was too low, that 
it would cost more to purchase an annuity from an insurance company. The Tax Court 
sustained the Commissioner’s valuation by use of the table, pointing out that the regu- 
lations differentiate between annuities issued by insurance companies and all other an- 
nuities and this is not an arbitrary or unjustifiable distinction. 
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was held that the value is to be found through use of Table A as set out in 
Section 86.19 of the gift tax regulations. The agreement may provide that 
annuity payments are to be made to the transferor for his life and thereafter 
to another designated person for as long as such person shall live. In such 
case, only the value of the annuity payments to the transferor may be de- 
ducted from the value of the transferred property for purposes of deter- 
mining the amount of the taxable gift.5 The value of the promise of annuity 
payments which are to be made to a third person is not deemed considera- 
tion to the transferor and therefore not deductible. It is also likely that the 
survivorship annuity to a third person will constitute a taxable gift, measured 
by the present value of the third party’s anticipated payments, despite the 
fact that these payments may never be realized.® Since there would be no 
right in the third party to presently possess, use, or enjoy the anticipated 
payments, the gift would be of a future interest and would not qualify for 
the annual exclusion.? 

A gift has been made where the market value of the property trans- 
ferred exceeds the valuation of the promised annuity, unless the taxpayer 
can establish to the satisfaction of the Tax Court that the transaction was at 
arm’s length and no gift was intended. And where the exchange is between 
a parent and child and there is a substantial discrepancy between the value 
of the property and the consideration exchanged therefor, it is very diffi- 
cult for a taxpayer to convincingly assert that the transaction was a “bad 
bargain” unwisely entered into free from any donative intent.” 

The Code provision presupposes that the transfer is complete; if not, the 
statute does not apply and no gift tax liability can result. “That statute is 
not aimed at every transfer without consideration,” said the Board,!® “but 
instead, embraces only such transfers as have the quality of consummated 
gifts ... that is, absolute inter vivos transfers in praesenti of the donor’s title, 


*Estate of Koert Bartman, supra note 2. The agreement provided for an annual 
annuity payment to the transferor and in case his wife should survive him, the pay- 
ments should continue to be made to her during her lifetime. The Tax Court held no 
deduction would be made for contingent annuity payments to the wife. The payments 
were not consideration to the annuitant for in no event could they revert to him. 

* Continental Illinois Bank and Trust Company, Ex’r, 29 B.T.A. 945 (1934). 

"Int. Rev. Cope, § 1003. Disston v. Commissioner, 144 F.2d 115 (3d Cir. 1944). 

*U.S. Treas. Reg. 108, § 86.8 (1943) provides: “Transfers reached by statute. . . 
embrace as well sales, exchanges and other dispositions of property for a consideration 
in money or money’s worth to the extent that the value of the property transferred by 
the donor exceeds the value of the consideration given therefor. However, a sale, or 
exchange of property made in the ordinary course of business, (a transaction which is 
bona fide, at arm’s length, and free from any donative intent) will be considered as 
adequate and full consideration in money or money’s worth.” 

* William H. Gross, 7 T.C. 837, 847 (1946). In holding an intrafamily partnership 
transaction resulted in a taxable gift, the Court said, “. . . close family relationship sup- 
ports inferences both of lack of adequate consideration and of a donative intent.” 

*Emily Trevor, 40 B.T.A. 1241, 1244 (1939). See also Mabel G. Adams, 44 B.T.A. 
1091 (1941). 
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dominion, and control of the subject matter of the gift to the donee.” If 
the transferor wishes to avoid a gift tax liability, he may easily do so by 
retention of some control over the property.1! However, if he is also 
desirous of avoidance of estate tax on the transferred property, then he 
must absolutely part with his interest. Since gift tax ~ates are considerably 
less than those for estate tax, the parties more likely wish to avoid the latter.!” 
If so, it is advisable that a gift tax return be made, particularly if the parties 
anticipate difficulty in establishing that this transfer does not fall within 
the estate tax provisions. Of course, a gift return is not conclusive evidence 
that an inter vivos gift in fact was made, but it will probably be given some 
weight. If the property should subsequently be held includible in the 
transferor’s estate, credit for gift tax previously paid would be given on the 
estate tax due.!8 


ESTATE TAX ASPECTS 


The primary inducement in most intrafamily annuity agreements is 
the anticipation of avoidance of an estate tax on the transferred property, 
and if the annuity agreement is carefully drawn with this objective in mind, 
it is likely that such a savings can be accomplished. Section 811(c)(1) of 
the Code provides that any transfer made by the decedent during his life- 
time is includible in his gross estate if it falls within any of following ciassi- 
fications: (1) transfers made in contemplation of death, (2) transfers where 
the decedent retained for life or any other designated period which does not 
in fact end before his death, the possession or enjoyment of, or right to 
income from the property transferred, or (3) transfers intended to take 
effect in possession or enjoyment at or after death. Since these general 
classifications have been thoroughly discussed in other articles with nothing 
peculiar in their application to annuity agreements, only a cursory treat- 
ment will be given here. 


Contemplation of Death 


In the leading case on “contemplation of death,” !* the Supreme Court 
said “. . . there is no escape from the necessity of carefully scrutinizing the 
circumstances of each case to detect the dominant motive of the donor in 
light of his bodily and mental condition.” The annuitant’s desire of estate 


“ But a mere lien for security purposes will not negative the completeness of a gift. 
In Estate of Koert Bartman, supra note 2 the annuity payments were made a lien upon 
the land and crops thereon. The Court said the lien would apply only to the extent of 
the value of the annuity payments and this portion of the transaction is not subject to the 
gift tax. See Elizabeth S. Hettler, 5 T.C. 1079 (1945) where the donor reserved power 
to revest title in herself in case of default of the annuity payments. 

™ MonTcoMERY’s FEepERAL Taxes, Estates, Trusts, AND GIFTS, 957 (1951-52). 

* US. Treas. Reg. 105, § 818 (1942); Int. Rev. Cope, § 813(a). 

“United States v. Wells, 283 U.S. 102, 51 Sup. Ct. 446 (1931). 
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tax savings will certainly be an important factor in determining whether the 
transfer was in contemplation of death.’ Where any other factors indicate 
the annuity transfer was merely a substitute for a testamentary disposition, 
i.e., advanced age or illness of the transferor, or perhaps a concurrent making 
of a will, the Tax Coure will have little difficulty in including the transferred 
property in the transferor’s estate under the contemplation of death provi- 
sion,!® unless the transfer falls within the provision of Section 811(1). Since 
the adoption of this Section it is conclusively presumed that a transfer was 
not in contemplation of death if it was made more than three years prior 
to the death of the transferor. 


Retention of Possession, Enjoyment, or Right to Income 


Under Section 811(c)(1)(B) if the transferor retains for life the posses- 
sion or enjoyment of, or the right to income from the transferred property, 
such property is includible in his estate. If the annuity payments are made 
payable in an amount equal to the income from the transferred property and 
payable only out of the income of the transferred property, it is almost 
certain that the property will be held subject to estate tax. This is also true 
if the transferred property is used to set up a trust, only the income of which 
is to be used to make the annuity payments.!? But if the annuity payments 
constitute, for example, only one half of the income from the property, 
then only such proportionate part of the property is includible.’® If the 
transferor is to avoid the operation of Section 811 (c)(1)(B), he must make 
the transfer something more than the mere vesting of title in the transferee, 
with a return of the income therefrom. The transfer should be made com- 
plete and irrevocable, giving to the transferee, in addition to title, the right 
to use the property freely.19 The annuity payment should be made an 





* Commonwealth Trust Co. of Pittsburg v. Driscoll, 50 F. Supp. 949, 951 (W.D. 
Pa. 1943), aff'd, 137 F.2d 653 (3d Cir. 1943). In this case the court said, “. . . we can 
draw no other conclusion than that the transfer was made with intention that these 
properties should not be liable for Federal estate tax. If that is so, naturally the transfer 
must have been made in contemplation of death.” 

“Estate of William F. Hofford, 4 T.C. 542 (1945); Estate of Sarah A. Bergan, 1 
T.C. 543 (1943) (held not in contemplation of death). See Estate of Cornelia B. 
Schwartz, 9 T.C. 229 (1947) for a discussion of contemplation of death and the factors 
to be considered. 

Estate of Cornelia B. Schwartz, supra note 16. 

*US. Treas. Reg. 105, § 81.18 (1942) provides: “If such retention or reservation 
is a part only of the use, possession, income or other enjoyment of the property then 
only a corresponding portion of the value of the property should be included in deter- 
mining the value of the gross estate.” 

* Estate of Sarah A. Bergan, 1 T.C. 543, 551 (1943). “. .. Upon the completion of 
the transfer in 1933, the title vested in [the transferee], who was then free to use or 
dispose of the property in any way she desired. The transfer, although made in con- 
sideration for support, was unconditional and irrevocable. [The transferor] could not 
possibly retrieve the property transferred or any part of it, and [the transferee] could 
have disposed of all of it immediately if she had so desired.” 














WINTER | NOTES 631 


amount certain, and absolutely payable with regard to the amount of in- 
come from the transferred property.2® The annuitant should rely only on 
his contract right to the payments without reserving a right to proceed 
against the transferred property or its income in case payments are not 
made. 

However, the transferor is not always willing to surrender his property 
without reserving some security to insure the annuity payments. It is not 
every security device which will subject the property to estate tax, but in 
this area caution should be exercised. If the security device is imposed only 
for the reasonable protection of the transferor, but does not give him any 
real control over the property or its income, then it has been held not to 
subject the property to estate tax.21 In Estate of Pamelia D. Holland,? 
transferred property was held includible in the decedent’s gross estate, but 
here the instrument of conveyance required the stocks to be endorsed by 
the transferees and redelivered to the transferor, forbade the further transfer 
or pledge of the stock by the transferees until after the death of the trans- 
feror, and reserved to the transferor the right to vote the stock. 


Transfer to Take Effect at Death of Transferor 


If the transfer is one intended to take effect in possession or enjoyment 
at or after death of the transferor, then the property transferred is in- 
cluded in the gross estate of the transferor under Section 811(c)(1)(C). 
This Section, however, does not apply unless the decedent has retained an 
interest in the property.** In Estate of Cornelia B. Schwartz,** the property 
was used to set up a trust, the income from which was to be used to make 
the annuity payments. Here the Court, in holding the property subject to 
estate tax, found that the transferees could receive no benefit from the prop- 
erty until the death of the annuitant. The same result will be reached if the 
property is returned to the transferor as a pledge to secure the payments.”® 


Consideration in Money or Money’s Worth 


Section 811(c)(1) specifically excepts a bona fide sale for adequate and 
full consideration in money or money’s worth. For purposes of gift tax, 
the promise to make annuity payments has been deemed such consideration,?® 
and it would appear that the same reasoning can be applied for estate tax 
purposes. The transferred property should not subsequently be included 


* Tips v. Bass, 21 F.2d 460 (1927). In Security Trust & Savings Bank, 11 B.T.A. 
833, 835 (1928) the Board said “. . . the transferee was obligated to pay the annuity 
regularly and without reference to the results of its operations. The obligation to pay 
the annuity was fixed and entirely devoid of contingencies.” 

* Seymour v. Johnson, 10 B.T.A. 411 (1928). 

71 T.C. 564 (1943). 

** Shukert v. Allen, 273 U.S. 545, 47 Sup. Ct. 461 (1927). 

*9 T.C. 229 (1947). 

* Pamelia D. Holland, 1 T.C. 564 (1943). 

*See p. 627, supra. 








632 LAW FORUM [ VoL. 1953 


in the estate of the annuitant if the agreement is a bona fide, arm’s length 
transaction, and if at the time the annuity agreement is entered into, the 
value of the annuity is equal to the value of the property exchanged there- 
for. Clearly such would be the result if the property were transferred in 
exchange for a commercial annuity. 

The Code provides 27 that where a transfer is made for a consideration 
in money or money’s worth, but such consideration is inadequate, only the 
excess of the fair market value of the transferred property at the time of 
the death of the transferor over the value of the consideration received shall 
be included in the decedent’s estate. It would seem then that if the property 
is deemed includible in the decedent’s estate under the contemplation of 
death provisions and the annuity payments (not a charge or lien on the 
transferred property) constitute, for example, one half the income from 
the property, Section 811(i) may be applied to reduce the amount of 
property included in the decedent’s estate.2® However, if the annuity 
payments are made a charge or lien on the property and the property is 
held includible in the decedent’s estate under both Section 811(c)(1)(A) 
and 811(c)(1)(B), no deduction would be allowed for the annuity pay- 
ments. Section 811(i) could not be applied in this situation. If the annuity 
payments constitute one half the income from the property, then such 
portion of the property is includible in the decedent’s estate under Section 
81.18 of the estate tax regulations. The remaining one half would be in- 
cluded as a gift in contemplation of death. 


ILLINOIS INHERITANCE TAX 


The Illinois Inheritance Tax Act provides for the assessment and collec- 
tion of an inheritance tax, and in addition, provides for an Illinois estate 
tax to take full advantage of the eighty per cent credit allowed against fed- 
eral estate taxes.?® In Illinois, if the transfer is made within two years before 
the death of the transferor without adequate and valuable consideration in 
money or money’s worth, the transfer is presumed to be in contemplation of 
death. Unlike the federal statute, the Illinois Act does not provide a con- 
clusive presumption against contemplation of death by reason of the time 
lapse between the transfer and the death of the transferor. However, the 
cases in Illinois seem to limit the application of this provision to gifts 
causa mortis.°° If the value of the annuity promise is not deemed adequate 


7 Int. Rev. Cope, § 811(i). 

* However, no cases appear where this Section has been applied to allow a deduc- 
tion. A deduction was allowed under a similar statutory provision in the case of Updike 
v. Commissioner, 88 F.2d 807 (8th Cir. 1937). 

* Iii. Rev. Srat., c. 120, §§ 375-403b (1953). 

*” People v. Polhemus, 367 Ill. 185, 10 N.E.2d 966 (1937); People v. The Conti- 
nental Illinois Bank and Trust Company, 344 Ill. 123, 176 N.E. 305 (1931). 
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consideration for the transferred property, the property may be subjected 
to Illinois inheritance tax. This prospect is lessened though by the limitation 
of the application of the statute to gifts causa mortis. 

Transfers intended to take effect in possession or enjoyment at or after 
death of the transferor are also subject to inheritance tax. This is inter- 
preted like the corresponding federal provision to mean that the decedent 
must retain an interest in the property in order for the section to apply.*! 


INCOME TAX ASPECTS 


Confusion, uncertainty, conflict—each is appropriate terminology in 
an attempted discussion of the income tax aspects of an intrafamily annuity. 
To the above might also be added “lack of statutory direction.” An examina- 
tion of the cases readily reveals the need for legislation in this area. 


Gain or Loss to the Transferor at the Time of the Transfer 


Thus far, the Tax Court has held that for income tax purposes no tax- 
able gain or recognizable loss results to the annuitant at the time of the 
intrafamily transfer. If a gain were to be recognized, it would be determined 
by the amount by which the fair market value of the annuity contract ex- 
ceeded the amount of the annuitant’s adjusted basis in the transferred prop- 
erty. In Commissioner v. Kann’s Estate,* it was held that an agreement 
by a private individual to pay a life annuity to another has no fair market 
value for the purpose of computing capital gain. This principle was estab- 
lished in the earlier case of J. Darsie Lloyd,3* and has been consistently fol- 
lowed since that time. The fact that the life span of the annuitant is in- 
definite and the ability of the obligor to pay is uncertain is the basis of the 
principle that a private annuity has no cognizable value. This principle is 
held true as a matter of law and no inquiry is made or consideration taken of 
the obligor’s financial condition and the likelihood of his ability to make the 
annuity payments.*4 Here again the courts distinguish between commercial 
and non-commercial annuities, and for a commercial annuity, such gain or 
loss would be recognized at the time of the agreement.*® 

There has been some dissatisfaction with the failure to recognize gain 
or loss at the time of the transfer, and not until 1950 did the Commissioner 
acquiesce in the holdings.*® One writer has recently suggested,*? “The 


* People v. The United Missionary Society, 341 Ill. 251, 173 N.E. 132 (1930). 

* 174 F.2d 357 (3d Cir. 1949). 

33 B.T.A. 903 (1936). 

“In Estate of Kann, 6 T.C.M. 913 (1947) the Court held the rule “. . . essentially 
one of law, independent of actual proof of the financial capacity of the one making the 
promise.” 

* Guaranty Trust Co. of New York, 15 B.T.A. 20 (1929). 

* 1950-2 Cum. BuLt. 3. 

* Andro, Non-Commercial Annuities—Income Tax Consequences to the Trans- 
feror Who Exchanges Property In Return for an Annuity, 8 Tax. L. Rev. 85, 88 
(1953). 








634 LAW FORUM [VoL. 1953 


peculiar treatment accorded non-commercial annuities is unrealistic. The 
parties involved in these transactions deliberately forsake the insurance 
market and establish their own. This of itself does not qualify them for 
special consideration.” The writer was of the further opinion ** that “.. . 
there should be eliminated the artificial distinction currently being drawn 
between commercial and non-commercial annuities.” The American Law 
Institute has submitted a proposed draft *® which provides for the recogni- 
tion of gain or loss immediately upon transfer—the annuity promise to be 
valued without regard to the financial condition of the promisor. The draft 
would then grant the transferor the election to report the gain over the 
period during which the annuity payments were received. 

While it is true that the principle upon which the cases are based is 
not entirely without logic or reason, and that there are certain differences 
between a commercial annuity and one received from an individual, it is 
questionable whether these differences are substantial enough to warrant 
a different tax treatment. No distinction is permitted for purposes of the 
annuitant’s income tax return of the annuity payments. The courts have 
recognized value of a private annuity promise for gift and estate tax pur- 
poses. It would appear that there is little justification for the principle that, 
as a rule of law, a private annuity promise has no cognizable value for 
recognition of gain or loss at the time a private annuity agreement is reached. 
The recognition of value of the annuity promise at this time would aid in 
the solution of other problems arising in connection with the annuity.*° 


Transferor’s Report of Annuity Payments Received 


If the annuity agreement is one with a company regularly engaged in 
the business of selling annuities, three per cent of the consideration paid 
for the annuity is taxable annually as interest income to the annuitant.*! 
The remainder of the annuity payment is considered a return of the cost 
of the annuity. When the annuitant is deemed to have recovered his cost, 


® Ibid. 

*® AMERCAN Law INSTITUTE, FEDERAL INCOME TAXATION STATUTE, Tentative Draft 
No. 6 (1952). 

“See p. 636, infra. 

“Int. Rev. Cope, § 22(b) (2) (A). Anna L. Raymond, 40 B.T.A. 244 (1939), afd, 
114 F.2d 140 (7th Cir. 1940). 

Although the annuitant is deemed to receive interest income, the obligor is not 
permitted interest deductions on any of the amount paid under the contract. Steinbach 
Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.C. N.J. 1940); Edwin M. Klein, 31 B.T.A. 910 
(1934). 
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the total of any payments thereafter constitutes ordinary income.*? This 
“three per cent rule” is presently applied also to intrafamily annuities, al- 
though accompanying Committee Reports would indicate that Section 
22(b)(2)(A) was legislatively intended to be directed solely toward com- 
mercial annuities.** 

Accepting the application of Section 22(b)(2)(A) to non-commercial 
annuities, there remains the question of the amount to which the three per 
cent calculation is applied. Is it: (1) an amount equal to the basis of the 
property in the transferor’s hands, (2) an amount equal to the market value 
of the property transferred, or (3) perhaps an amount equal to the cost 
of a comparable commercial contract? The rule could be applied to any 
one of these possibilities. 

In F. A. Gillespie,44 the Board held the consideration paid to be the 
fair market value of the transferred property. In another case decided three 
years later,*® the Board said the cost of a comparable commercial annuity 
was determinative. The answer probably lies in a recent Revenue Ruling *® 
which provides that “. . . the consideration paid is the fair market value of 
the property at the time of the transfer.” Under this Ruling the annual 
payments constitute ordinary income to the extent of three per cent of the 
fair market value of the property at the time of the transfer until the aggre- 
gate of the untaxed portion of the payments equals the value of the property 
at the time of transfer; thereafter, the payments are taxable in full as ordin- 
ary income. It would be preferable if a single standard were provided by 
statute for determining what constitutes “consideration paid.” 

Prior to the 1934 adoption of Section 22(b)(2)(A), the annuitant was 
not taxed on any income received until after he had recovered his considera- 
tion paid for the contract.** It is true that the Committee Reports in con- 
nection with this Section did not refer to private annuities, and therefore, 
Congress probably was concerned only with commercial annuities. How- 
ever, it does not appear inequitable to apply the three per cent calculation 


“ Clapp, Deductions of Premiums and Interest Paid to Carry Insurance; Taxation of 
Annuities, New York University, Ninth Annual Institute on Federal Taxation, 21, 33 
(1951). In criticism of the three per cent rule, the author wrote: “Unfortunately, as 
interest yields on investments of life insurance companies have declined, the cost of 
annuities has of necessity increased with the result that 3% of the cost, if it ever fairly 
represented the average interest component of annuity payments, certainly does not 
do so now. Putting the matter another way, an annuitant whose contract was purchased 
at current rates and who is taxed on a 3% basis would have to live far beyond the 
normal expectation of life to recover his capital tax-free in exemptions. In some cases 
an annuitant would have to live 150 to 200 years, and even the remarkable record of 
modern medicine cannot accomplish this.” 

“See Young, Tax Comments, 41 Itt. B.J. 34 (1952). 

“38 B.T.A. 673 (1938). 

* 43 B.T.A. 399 (1941). 

“Rev. Rul. 239, 1953-23 LR.B. 4. 

“ Rev. Act oF 1926, § 213(b). 
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to intrafamily agreements as well. Admittedly, an annuitant is less likely 
to receive his payments and recover his cost if he enters into a private 
annuity agreement; but he is aware of this and his choice is deliberate. Why 
should he be given preferential tax treatment for this reason? It would be 
desirable to have a change in the statutory language so that there could be 
no question as to its applicability to private annuities. 

If any major change is desirable in this area, it is with regard to an 
adjustment of the “three per cent” figure in order that the amount taxed as 
income would more nearly approximate the actual interest paid on annuity 
agreements. *® 


Capital Gain to the Transferor 


The extent to which the transferor will receive benefit of capital gains 
treatment under Section 117 is somewhat dubious. In Hill’s Estate v. Malo- 
ney,* the Court held the three per cent calculation under Section 22(b) 
(2)(A) to be applied to the fair market value of the property at the time 
of the transfer, and then went on to hold the full amount of the annuity 
payments received were also at the same time subject to capital gains tax.5° 

To subject the entire payment to both taxes is unsatisfactory. Perhaps 
the problem will be solved with the application of the recent Revenue Ruling 
referred to earlier 5! which provides that after the annuitant has recovered 
his adjusted basis in the transferred property, the portion of subsequent 
payments which is deemed a recovery of cost is taxable as gain under Sec- 
tion 117. When the total of the payments so taxed equals the excess of the 
fair market value of the property at the time of the transfer over the ad- 
justed basis thereof, the transferor will no longer have capital gains benefit 
and the annuity thereafter is taxable in full as ordinary income. 


Tax Basis in the Transferred Property 


Problems arise in an attempted determination of the basis which the 
transferee has in property he receives under an annuity contract. Basis is 
important if the transferee wishes to dispose of the property or if it is 
property subject to depreciation. Section 113(a) of the Code provides 
that the basis of property shall be its cost. The annuity cases are not con- 
sistent in interpretation of this Section and the recent case of Donald H. 
Sheridan ** adds to an already confused picture. 

General Counsel’s Memorandum 11655 53 was concerned with a tax- 


* See note 42, supra. 

“58 F. Supp. 164 (D.C. N.J. 1944). 

The taxpayer had recovered his adjusted basis in the property by a cash pay- 
ment at the time the parties entered into the agreement. 

* Supra note 46. 

18 T.C. 381 (1952). 

5° 1933-1 Cum. Butt. 159. 
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payer’s basis in land granted in return for a cash consideration and a promise 
of support. According to this memo, basis may be determined by ascertain- 
ing from life tables the expectancy of the life of the grantor and multiplying 
the number of years of such expectancy of life by the cost of a year’s 
maintenance, the amount so obtained to be discounted and added to the 
amount of the cash payment already made. 

In one instance,5* basis was held to be the discounted value of the total 
payments which would be made over the term of the annuitant’s life 
expectancy. One year later,®> a taxpayer contended his basis in property 
received under an annuity agreement should be equal to the cost of a com- 
parable commercial annuity. The Board held instead,** “. . . we know peti- 
tioner’s capital outlay and need not apply a theoretical method to ascertain 
his entire cost,” and the cost was held to be the amount actually paid prior 
to the annuitant’s death. From the above it would appear that the obligor’s 
basis before the annuitant’s death is the amount actually paid plus the dis- 
counted value of future payments for the annuitant’s life expectancy. When 
the annuitant dies, the basis of the obligor is the amount actually paid. 

In the case of Donald H. Sheridan,®" the taxpayer purchased certain 
real estate from his aunt, giving her a purchase money mortgage on the 
property. Nine years later, the aunt forgave $20,000 of the $50,000 pur- 
chase price and filed a gift return for this amount. To satisfy the balance 
of the purchase price ($30,000) the parties agreed to an annuity of $3500 
payable annually to the aunt. In 1945, the annuity payments had exceeded 
the $30,000 by the amount of $3,124. In his 1945 tax return, Sheridan claimed 
this excess as a deductible loss incurred in an annuity venture entered into 
for profit. The Commissioner contended that the payments were capital 
expenditures to be applied to the purchase price. But the Tax Court said 
no, the taxpayer entered into the annuity venture for profit and ®§ “. .. when 
the total amount paid by the taxpayer under an annuity contract equals the 
principal sum received in consideration of his obligation to make the annual 
payments, any further payments represent a loss, deductible under Section 
23(e)(2) of the Code as a loss incurred in a transaction entered into for 
profit.” The Court clearly intimated that if the aunt had died before the 
payments reached a total of $30,000, the deficiency would have constituted 
taxable income to the obligor. In the instant case the tax result was favorable, 
but in the reverse situation the tax results could be quite unpleasant. 

The Court gave some importance to the particular fact situation in the 
Sheridan case, but it is difficult to see any substantial distinction between 
this case and one where the annuity agreement is drawn up in the first 


Nelson Trottman, 3 T.C.M. 316 (1944). 
1). Bruce Forrester, 4 T.C. 907 (1945). 
* Id. at 915. 

18 T.C. 381 (1952). 

"8 Id. at 385. 
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instance.- Quite possibly this case may also be applied in the latter situation. 
The Sheridan case represents a clear departure from the line of decisions 
which have held that where property is acquired in consideration of a prom- 
ise to pay an annuity, additional payments made beyond the life expectancy 
of the annuitant constitute capital expenditures increasing the obligor’s 
basis, and not deductible losses.*® 

In light of the Sheridan decision, it is impossible to say with any degree 
of certainty what the obligor’s basis will be. If the Sheridan decision is 
applied, the obligor’s basis—assuming no element of gift is present—is the 
value of the property received at the time of the transfer. If the annuitant 
dies prematurely and the payments are less than this basis, then the obligor 
has recognized taxable income in the amount of the difference.®® If the 
annuitant exceeds his life expectancy, the additional payments are deducti- 
ble as loss. 


A legislative solution has been offered in the proposed draft by the 


American Law Institute referred to earlier.*1 This draft suggests when a 
taxpayer acquires property in exchange for an annuity contract, 


“.. . the unadjusted basis of the acquired property shall include the 
value of the annuity contract, computed without regard to the financial 
condition of the taxpayer. . . . Regulations shall provide for the proper 
treatment of mortality gain and loss. Under these Regulations if the 
property is still held by the taxpayer, the mortality gain or loss shall be 
reflected on the death of the annuitant as an adjustment to the unad- 
justed basis of the property... .” 


In other words, the value of the annuity promise would be fixed at the time 
of the exchange and the obligor would treat this value as his cost of the 
acquired property. This would give the property an immediate basis for 
depreciation—or for gain or loss if the property should be disposed of. An 
adjustment of the basis would be made upon the death of the annuitant. 

The present situation of uncertainty is not satisfactory, to say the least, 
and some legislation should be forthcoming in this area to clear up the 
confusion. The plan offered by the American Law Institute presents a 
logical solution to many of the income tax problems raised by private an- 
nuities and merits thoughtful consideration. 

Joy Hucues 


* Citizens National Bank at Kirksville v. Commissioner, 122 F.2d 1011 (8th Cir. 
1941); Steinbach Kresge Company v. Sturgess, supra note 41. 

” No deductible loss is available to the annuitant’s estate if the annuitant dies pre- 
maturely. See Industrial Trust Co. v. Broderick, 94 F.2d 927 (1st Cir. 1938) where the 
Court thought the annuitant received everything that he had bargained for. 

* Supra note 39 at 44. 


Legislative Note 


LEGISLATION—A ffect of Amendment Denying Tort Action Between 
Spouses on Wrongful Death Act and Vicarious Liability. (Illinois) 


Section 1 of the Husband and Wife Act, as amended in 1953 provides 
that, “A married woman may, in all cases, sue and be sued without joining 
her husband with her, to the same extent as if she were unmarried; provided, 
that neither husband or wife may sue the other for a tort to the person 
committed during coverture.”} (Emphasis of amendment supplied.) The 
purpose of this amendment was to nullify the principle announced in March, 
1953, by Brandt v. Keller,? that wife can sue her husband for a personal tort. 
Whether this enactment is limited to abrogating the Brandt case only or 
extends to other situations is the subject of this comment. 

At common law there were no causes of action between spouses, for 
they were considered as one person.* Such an action would have served 
no purpose inasmuch as the property obtained by the wife became that of 
the husband. Modern Married Women Acts now enable the wife to sue 
and be sued without joining her husband and to hold property separate 
from her husband.°® 

These statutes substantially removed the basis for the common law 
unity of the husband and wife, and property and contract actions between 
spouses were permitted.* Such statutes, however, were not construed to 
permit tort actions between spouses for fear that domestic tranquility would 
be disrupted.” In enacting the present amendment, the legislative view pre- 
sumably was that to allow spouses to sue each other would result in dis- 
ruption of family harmony or in a multitude of trivial, collusive or fraudu- 
lent cases in reality against insurance companies. In addition it was thought 
that the wife had an adequate remedy in criminal and divorce actions. These 


Int. Rev. Srat., c. 68, § 1 (1953); 1953 Ill. Laws 437. 

7413 Ill. 503, 109 N.E. 2d 729 (1952). Comment, [1953] Law Forum 150. 

* Bryce, Stupies in History AND JURISPRUDENCE, 819 (2d ed. 1901) (origin of unity 
theory). 

“Prosser, THE Law or Torts, § 99 (1941). 

*Iuy. Rev. Srat., c. 68 (1953). VERNER, AMERICAN Famity Laws, § 179 (1935). 
(Compilation and discussion of various state Married Women Acts). 

®Wiedorhold v. Wiedorhold, 305 Ill. 429, 137 N.E. 461 (1922); Martin v. Robin- 
son, 65 Ill. 129 (1872); Lairson v. Lairson, 9 Ill. App. 27 (3d Dist. 1881) (property 
actions); Thomas v. Mueller, 106 Ill. 36, (1883); Johnson v. Johnson, 239 Ill. App. 417 
(1st Dist. 1926); Bea v. People, 101 Ill. App. 132 (3d Dist. 1901) (contract actions). 

It should be noted that neither husband or wife can recover for services rendered 
for the other. Itx. Rev. Srart., c. 68, § 8 (1953). 

* Thompson v. Thompson, 218 U.S. 611, 31 Sup. Ct. 111 (1910). Dissenting opinion 
favoring interspousal suits was adopted by a minority of jurisdictions. See note 11, infra. 
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policy considerations have been soundly criticized by legal commentators.* 

The present amendment realigns Illinois with the judicial weight of author- 
ity,® but is contrary to the recent trend of case decisions.’° 

The first problem presented is whether the husband-wife immunity, 

established by the amendment, affects recovery under the Wrongful Death 

Act.1!_ A wrongful death suit may be brought whenever the “. . . act, neg- 
lect or default is such as would, if death had not ensued, have entitled the 

party injured to maintain an action and recover damages in respect thereof.” 
(Emphasis supplied.) Prior to the Brandt case, in Welch v. Davis, the 
court declared that a wrongful death action could be maintained against a 

husband for the murder of his wife, notwithstanding the fact that the wife 

could not have maintained the action if death had not ensued. The theory 
of the decision was that the Wrongful Death Act created a new cause of 
action, the purpose of which was to compensate those dependent upon the 

deceased without reference to what the deceased could have recovered had 
he lived. Consequently, the requirement that the action must be one which 
the deceased could have maintained if death had not ensued, did not refer 
to the relationship between the tortfeasor and the deceased, but instead 
referred to the existence of the essential elements of a tort action, including 
proximate cause and freedom from contributory negligence.'® 


* Prosser, THE LAw or Torts, § 99 (1941); McCurday, Torts Between Persons in 
Domestic Relations, 43 Har. L. Rev. 1030 (1930). 

The Brandt decision, which the present amendment overrules, points out an in- 
herent weakness in the domestic tranquility argument, i.¢., once the suit is commenced 
there is little domestic tranquility left to dirsupt and that contract and property actions 
are permitted without any damaging effects to domestic tranquility. 

If the vulnerability of the insurance companies motivated the legislators, it would 
seem a statutory scheme similar to that in New York would have been more appropriate 
than denying inter-spousal suits completely and unqualifiedly. In N.Y. interspousal 
suits are permitted. Domestic Retations Law, § 57. But there is no liability on one 
spouse’s policy for injury to the other spouse unless there is an express provision in 
the policy covering such liability. INsuraNce Law, § 167(3). 

*For collection of cases, see Note, 160 A.L.R. 1412 (1946). 

* Id. at 1412. 

“TLy. Rev. Srat., c. 70, § 1 (1953). The right to maintain the action is purely statu- 
tory and was modeled from Lord Campbells Act, Art. 9 and 10, c. 93 (1846). At com- 
mon law an action for a personal injury abated with the death of the injured. Hyba v. 
Horneman, 302 Ill. App. 143, 23 N.E.2d 564 (2d Dist. 1939). 

2 410 Ill. 130, 101 N.E.2d 547 (1951) Comment, [1951] Law Forum 681. 

This was the first case to allow the action where the statute had the expressed condi- 
tion that the right of the representative to bring the action depended upon whether the 
deceased was “entitled” to bring the action. The court relied on Kaczorowski v. Kalko- 
sinski, 321 Pa. 43, 184 Atl. 633 (1936), but that result was reached under a statute which 
did not have the express condition of the Illinois Act. 

* Biddy v. Blue Bird Air Service, 374 Ill. 506, 30 N.E.2d 14 (1940); Dee v. City of 
Peoria, 343 Ill. 36, 174 N.E. 901 (1931); Mooney v. City of Chicago, 329 Ill. 414, 88 N.E. 
194 (1909); Denton v. Midwest Dairy Products, 284 Ill. App. 279, 1 N.E.2d 807 (4th Dist. 
1936). (These cases are not concerned with the disability doctrine but declare that a 
wrongful death action cannot be maintained unless essential elements of a tort action 
are present); See, also, Newton v. Illinois Oil Co., 316 Ill. 416, 147 N.E. 465 (1925) (con- 
cerning negligence of parents who would benefit by the recovery). 
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Although there is authority elsewhere to the contrary,'* the Welch 
case seems sound for the reason that considerations supporting immunity in 
the lifetime of the parties disappear when death has severed the marital re- 
lationship. Furthermore, a contrary result would defeat the purpose of 
the act, which as previously stated, is to compensate for a loss of future 
service or support. Any confusion created by the interpretation of the 
Wrongful Death Act and the Husband and Wife Act could be resolved by 
statutory revision. It is believed, however, that in the absence of more 
specific legislation to the contrary, the Illinois Courts will continue to follow 
Welch v. Davis and will refuse to apply the husband-wife immunity in cases 
arising under the Wrongful Death Act. This result appears likely when it 
is noted that the Welch case was decided before the Brandt decision, when 
it was generally thought that a wife could not sue her husband for a per- 
sonal tort.!5 

The other problem is the effect of the present Act upon the doctrine 
of respondeat superior. In Tallios v. Tallios,!® the court held, “that the dis- 
ability of the plaintiff (wife) to maintain an action against her husband for 
injuries sustained to her person is not a disability to maintain a like action 
against her husband’s employer.” 17 The employer’s negligence act was re- 
garded as affording the injured party two actions: one against the employee- 
husband, which would be barred by husband-wife immunity; and one 
against the employer, which would not be barred by an immunity.18 

Adherence to the doctrine of the Tallios case would seem desirable 
irrespective of the present amendment denying tort actions between spouses. 
For the considerations of preserving the family peace which support the 
husband’s immunity are non-existent when the suit is against the employer. 
A contrary view maintains that the employer’s liability is derivative, and, 
thus, logically he is not liable unless the employee is liable.° This view 
would seem to forget that vicarious liability is not the result of legal logic 
but is said to be based upon expediency and social justice.2° A further 
objection to allowing the wife to sue is that the marital harmony will 
eventually be disrupted when the employer sues the husband for indem- 
nity. Such circuity of action is unlikely. 


*In re Dolmages Estate, 203 Ia. 231, 212 N.W. 553 (1927); Wilson v. Brown, 154 
ae (Tex. Civ. App. 1913); Wright v. Davis, 132 W. Va. 722, 53 S.E.2d 335 
(1949). 

* Welch v. Davis, 342 Ill. App. 69, 95 N.E.2d 108 (3d Dist. 1950). 

* 345 Ill. App. 387, 103 N.E.2d 507 (1st Dist. 1952). 

* Id. at 393, 103 N.E.2d at 510. 

“Schubert v. August Schubert Wagon Co., 249 N.Y. 253, 164 NE. 42 (1928); 
Koontz v. Messer, 320 Pa. 487, 181 Atl. 792 (1935). Im accord: RESTATEMENT, AGENCY 
§ 217(2) (1933). 

* Maine v. James Maine & Son Co., 198 Ia. 1278, 201 N.W. 20 (1924); Riser v. Riser, 
240 Mich. 402, 215 N.W. 290 (1927). 

* Laski, Basis of Vicarious Liability, 26 Yave L.J. 105 (1916). 
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Every argument made to sustain an action by the wife against her hus- 
band’s employer in the situation involved in the Tallios case could likewise 
be advanced to sustain an action by a child against the tortfeasor-parent’s 
employer. Fear of disrupting family discipline and peace are the reasons 
advanced for prohibiting tort actions between parent and child.?! Since 
these factors do not exist when the suit is against the employer such an 
action should be permitted although there is dicta to the contrary in 
Illinois.*? 

Whether the present legislation is directed only toward the Brandt case 
or is inclusive of the Welch and Tallios decisions is not entirely clear. It 
should be noted that the session in which the amendment was passed was 
the first opportunity that the legislature had to consider any of the three 
cases.28 The original bill introduced in the Senate was broader in language 
than the approved amended bill.24 Whether this is indicative of the legis- 
lative desire to abrogate the Brandt decision only and not the Welch and 
Tallios cases is uncertain, for debate and committee reports on the bill are 
unavailable. The wording of the statute, “sue the other for a tort” *5 (empha- 
sis supplied) indicates that the legislative intent was limited to removing 
the effect of the Brandt case alone and not to extend to the essentially un- 
related problems involved in the Welch and Tallios cases. 

The present amendment is illustrative of the difference between the 
judicial and legislative conception of public policy. The determination of 
public policy by the judiciary is characterized by its freedom from pressure 
groups. A policy tendency recently widened by the Illinois courts has been 
to provide a remedy for all wrongs.?® It seems likely that this tendency will 


Foley v. Foley, 61 Ill. App. 577 (2d Dist. 1895); For a collection of Cases, see 
Note, 19 A.L.R.2d 423, 439 (1951). 

* Meece v. Holland Furnace Co., 269 Ill. App. 164 (3d Dist. 1933). (Court indicated 
that immunity of father barred suit against father’s employer, but decision went on to 
hold that the father was an independent contractor and not a servant of the employer 
and if a servant he was not acting within the scope of his authority); See also: Mi-Lady 
Cleaners v. McDaniel, 235 Fla. 469, 179 So. 908 (1938) (personal immunity of mother 
does not bar child from suing Mother’s employer) contra: Grahm v. Miller, 182 Tenn. 
434, 187 S.W.2d 622 (1945). 

** The amendment was passed in the 1953 Session of the General Assembly and 
neither the Welch, Tallios or Brandt case had arisen in time for action on them by the 
1951 Session. 

** Senate Bill No. 194. The original bill provided that “A married woman may, in 
all cases except with reference to a tort action by or against her husband .. . sue and 
be sued (emphasis supplied). The enacted amended bill provided “A married woman 
may, in all cases, sue and be sued without joining her husband with her, to the same 
extent as if she were unmarried” and then added the proviso, “that neither husband 
nor wife may sue the other for a tort committed during coverture.” It is possible the 
reason for the change was that the amended bill was merely clearer. 

See note 1, supra. 

* This tendency is shown by the Brandt, Welch, and Tallios cases. Also by Amann 
v. Faidy, 415 Ill. 422, 114 N.E.2d 412 (1953) Comment, [1953] Law Forum 490 (recovery 
for prenatal injuries allowed); and Eick v. Perk Dog Food Co., 347 Ill. App. 293, 106 
N.E.2d 742 (1st Dist. 1952) Comment [1952] Law Forum 459. 
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continue except where there is specific statutory abrogation of the judicially 
announced remedy, as in the instant amendment of the Husband and Wife 
Act. It accordingly seems most probable that the courts will not take the 
amendment to be the cue for overruling the Welch and Tallios decisions. 


Donato G. ADAMS 








Case Comments 


CONFLICT OF LAWS—Jurisdiction to Determine Custody and Full Faith 
and Credit. (United States) 


Owen Anderson and his wife had been domiciled in Wisconsin. In 1946, 
the wife visited Ohio taking their three children with her, and one month 
later, notified her husband that his family would not return. Anderson sued 
for divorce in Wisconsin, personal service being had on his wife in Ohio. 
The wife did not appear in the proceedings, and a divorce was granted 
awarding custody of the children to Anderson. Four years later, in 1951, 
while the children were visiting their mother in Ohio, she claimed the right 
to their custody. Anderson filed a petition for writ of habeas corpus’ in 
the Probate court of Ohio, alleging that his former wife was illegally re- 
straining the liberty of the children by refusing to deliver them in accord- 
ance with the 1947 Wisconsin divorce decree. The Probate court found 
that full faith and credit ? required it to recognize the Wisconsin decree and 
ordered the children discharged from further restraint. Both the County 
Court of Appeals and the Supreme Court of Ohio affirmed. On writ of 
certiorari to the United States Supreme Court, held: Reversed and remanded. 
A mother may not be deprived of the right to the custody of her children 
in a suit to which she is not a party. The Wisconsin court did not have juris- 
diction of the mother; its determination of custody, therefore, need not be 
given full faith and credit. May v. Anderson, 345 U.S. 528, 73 Sup. Ct. 840 
(1953). 

The requirements necessary for jurisdiction to award custody of a 
minor child are not clearly settled in American courts.? While a decree 
may be binding within the territorial limits of the state wherein obtained, a 
problem arises when the court of a sister state with different jurisdictional 
standards is asked to uphold the decree.* If the decreeing court has juris- 
diction of both parents, and the child is both domiciled and physically pres- 
ent within the state, its power to award custody of children would seem 


*“Tt is well settled that habeas corpus is not the proper or appropriate action to 
determine, as between the parties, who is entitled to the custody of their minor chil- 
dren.” In re Corey, 145 Ohio St. 413, 418, 61 N.E.2d 892, 895 (1945). The Ohio court 
indicated the action is improper to award future custody, or to modify a prior degree 
because of a change in circumstance, but will raise the question of the validity of the 
prior decree. Indicating the contrary is true in other states, see: May v. Anderson, 345 
US. 528, 532, note 4, 73 Sup. Ct. 840, 843, note 4 (1953). 

? Article IV, Section 1, of the United States Constitution provides: “Full Faith and 
Credit shall be given to the Public Acts, Records, and Judicial Proceedings of every 
other State.” 

*“There is little accord among the authorities as to the proper basis of jurisdiction 
to award custody of a minor child, and the cases dealing with that question are in con- 
siderable confusion.” Note, 9 A.L.R.2d 434, 439 (1950). 

*1 Beare, Conruicts or Laws, § 42.2 (1935). 
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to be beyond collateral attack. But when one or more of these elements are 
lacking, courts disagree as to whether the decree is entitled to full faith and 
credit. Thus, the novel question here presented is whether a custody decree 
of a state wherein both the father and children are domiciled, obtained in an 
ex parte divorce proceeding, is entitled to full faith and credit in another 
state where the other parent lives, and where the children are physically 
located.? 

Justice Burton, speaking for the majority, adopts the view that custody 
proceedings are essentially in personam in character, and consequently, the 
court must have personal jurisdiction of both parents in order to determine 
the custody of the children. In reaching this result, the majority relied on 
cases holding that, while a divorce may be obtained in an ex parte proceed- 
ing, the right of the respondent spouse to alimony and support is an inde- 
pendent property right that may not be abridged unless the court has 
jurisdiction of such respondent.’ Burton reasons that the right of a mother 
to custody of her child is entitled to the same protection as is her right to 
alimony. Since it is generally recognized that the welfare of a child and 
not the claim or rights of the parent is the primary consideration in a 
custody proceeding,® the soundness of this argument seems questionable. 
Nevertheless, by finding that Wisconsin did not have jurisdiction to enter 
a custody decree, Burton concludes that Ohio is not bound by full faith 
and credit to respect the order. 

Justice Jackson, in a strong dissent, presents a second theory of juris- 
diction to determine custody—domicile of the children. This is the jurisdic- 
tional rule adopted by the Restatement of Conflicts,’° and by perhaps a 


*Note, 9 A.L.R.2d 434, 440 (1950). 

* [bid. 

" The issue presented in this case was noted but left undecided in Halvey v. Halvey, 
330 U.S. 610, 615, 67 Sup. Ct. 903, 906 (1947). See: Stumberg, The Status of Children 
in the Conflicts of Law, 8 Cut. L. Rev. 42, 58 (1940). 

*Estin v. Estin, 334 U.S. 541, 68 Sup. Cr. 1213 (1948); Kreiger v. Kreiger, 334 US. 
555, 68 Sup. Cr. 1221 (1948). These cases recognized the divisibility of decrees of divorce 
and support, and held that in the latter, personal jurisdiction must be had of both parties 
if the decree is to have any effect. 

°“Te is universally conceded that the welfare of the child is the paramount con- 
sideration in any dispute over custody.” Stansbury, Custody and Maintenance Law 
Across State Lines, 10 Law & Contemp. Prob. 819, 822 (1944). Justice Cardozo, in 
Finlay v. Finlay, 240 N.Y. 429, 148 N.E. 624 (1925), indicated that custody proceedings 
should protect the incompetent and helpless. It is interesting to note that he concluded 
that the state where the child resided was best equipped to determine how the best 
interests of the child might be served, and that such a state may award custody although 
the child’s domicile be elsewhere. Perhaps Justice Jackson would not have been so 
vehement in his dissent if this had been the reasoning upon which the majority relied. 
Although Justice Burton reaches the same result, his reliance on the rationale of the 
support cases has none of the persusaviness of Cardozo’s argument, and seems to deserve 
the criticism heaped upon it by both Justices Jackson and Frankfurter. 

# RESTATEMENT, ConFLicts or Laws, § 117 (1934). 
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majority of states.11_ This theory presupposes that custody proceedings are 
quasi in rem in nature, and that the well-being of the child is the “thing” in 
question. Consequently, since the state where the child is a domiciliary is 
logically the one most interested in his well-being, that state should allocate 
custody. Despite any shortcomings the domicile theory of jurisdiction may 
have,!? Jackson states that it is the best one that has been devised to preserve 
the states as separate legal units as full faith and credit contemplated. He says 
that by not giving full faith and credit to the Wisconsin decree, the majority 
is abandoning the concept of domicile, (since by stipulation the children 
were domiciled in Wisconsin), and the decision “. . . seems to reduce the 
law of custody to a rule of seize and run” that will encourage shopping for a 
forum that will overturn the decree.18 

While both Burton and Jackson would decide the case on the jurisdic- 
tion or lack of jurisdiction of the Wisconsin court to enter this decree, 
Justice Frankfurter seemingly adopts a different approach in his concurring 
opinion. He indicates that “legal theories and their phrasing” helpful in 
divorce and support cases should not be applied to a case involving custody 
of children where utterly different considerations are involved.1* He goes 
on to say: “Children have a very special place in life which law should 
reflect. . . . the child’s welfare in a custody case has such a claim upon the 
state that its responsibility is obviously not to be foreclosed by a prior ad- 
judication reflecting another State’s discharge of its responsibility at another 
time.” 15 Therefore, he does not decide whether Wisconsin had jurisdiction 
of the custody proceedings, seemingly for the reason that such determination 
was immaterial in the present action. Ohio may, or may not, give full faith 
and credit to the Wisconsin decree. The choice Ohio may make is not de- 
pendent on whether Wisconsin originally had jurisdiction to enter a custody 
decree, but rather on the exercise of a sound discretion by the Ohio court 
in independently determining how the well-being of the children may best 


“Stansbury, Custody and Maintenance Law Across State Lines, 10 Law & Contemp. 
Prob. 819, 824 (1944). 

" The failure of the child’s domicile as a jurisdictional requisite is graphically illus- 
trated in Pieretti v. Pieretti, 13 N.J. Misc. 98, 176 Atl. 589 (1935). In that case, the New 
Jersey court took jurisdiction to decide custody of a child living with his mother in 
Italy. The child had never been in New Jersey, but the court found it had jurisdiction 
because the father, whom the child had never seen, was a New Jersey domiciliary, and 
consequently, New Jersey was the domicile of the child. 

* May v. Anderson, 345 U.S. 528, 542, 73 Sup. Ct. 840, 847 (1953). 

“Td. at 536, 73 Sup. Ct. at 844. 

* Ibid. 








CE AAR ROT LOR HSE ST NS 








ENS RIEGEL 


WinTER ] CASE COMMENTS 647 


be insured. Under this theory, it seems clear that full faith and credit 
would be virtually eliminated from the law of custody.’® 

Because of the disagreement within the court, the significance of this 
decision is not apparent. The majority held that personal jurisdiction of 
both parents must be obtained if the custody decree is to be entitled to full 
faith and credit. It should be noted that due to the scope of the writ of 
habeas corpus in Ohio, the proceeding was not a proper one to determine 
future custody or whether modification of a prior custody decree should 
be granted because of a change iw circumstances, but was only availed of to 
evaluate the effect of the prior Wisconsin decree.’* It would seem, however, 
that the same jurisdictional standards would be required in a proceeding to 
modify a custody decree because of a change in circumstances as is re- 
quired to render the original decree. Further, it is submitted that the re- 
quirement of personal jurisdiction of both parents adopted by the majority 
in this case is undesirable because of the effect such a rule will have on visita- 
tion arrangements that are generally made concurrently with the award 
of custody. If the Wisconsin order is not to be respected in other states 
because jurisdiction of the parents was not obtained, it would not be sur- 
prising if Wisconsin would retaliate by limiting visitation privileges to the 
state of Wisconsin. (This would keep the children within the borders of 
the decreeing state and prevent the situation presented in the Ohio courts 
from arising.) In order to visit his children in this event, a parent living 
in another state would be forced to leave his business and home and journey 
to the state where the child resides. Such an arrangement could conceiv- 
ably place such a financial burden on the parent that it would discourage 
him from taking advantage of the visitation privilege. This might well be 
detrimental to the child as well as unfair to the parent. 

Since the reasoning of Justice Burton in setting this jurisdictional stand- 
ard is unpersuasive and is severely criticized by Justice Jackson in his dis- 
senting opinion, the rule established by this decision would seem to be 
vulnerable to future attack. The alternative suggested by Justice Frankfurter 
is the abandonment of the entire concept of full faith and credit in this 
area of the law. The fact that substantially the same result may be reached 


* Although the theory expressed in Justice Frankfurter’s concurring opinion is 
open to the obvious criticism that it would destroy all finality of a custody award, it 
has been suggested that substantially the same result will be reached under any of 
the jurisdictional approaches, and that full faith and credit in this area of the law is 
a myth. Stansbury states that courts may give lip service to the view that they will 
enforce a prior order if the decreeing court originally had jurisdiction te award custody 
unless there has been a change of circumstance. Stansbury examined sixty cases, over 
half of which changed the custody decree because of either lack of jurisdiction or 
because of change in circumstances. Thus, he doubts that courts mean what they say, 
and if they feel inclined to overturn a custody decree, full faith and credit may be 
easily circumvented. Stansbury, Custody and Maintenance Laws Across State Lines, 
10 Law & Contemp. Prob. 819, 828 (1944). 


" Supra, note 1. 
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under any of the theories based on the validity of the original decree '® 
does not lessen the objection that such a theory would not only encourage 
the “seize and run” tactics abhorred by Justice Jackson, but would seem 
to open the door to endless litigation of the question of custody and destroy 
the small amount of finality a custody order has under the more orthodox 
theories in the absence of a change of circumstances. Jackson would resort 
to the domicile of the child as the jurisdictional requisite for a custody 
award. This theory is recommended by its ability to settle the question of 
custody, at least until there has been a finding of changed circumstances, 
and to prevent the search for a forum favorable to the parent who happens 
to have possession of the child. If some sort of a uniform concept of what 
should constitute a change in circumstances would be laid down by the 
court, jurisdiction in the state of the domicile of the child would, as indicated 
by Justice Jackson, tend to preserve our states as legal units as full faith and 
credit contemplated.!® 


KENNETH G. ARNESEN 


CONSTITUTIONAL LAW —Due Process, Equal Protection and Female 
Bartenders. (Illinois) 


Plaintiffs sought to enjoin the enforcement of a Chicago ordinance 
prohibiting women, other than licensees, and the wives, sisters and daughters 
of licensees, from being employed as bartenders.! They contended that the 
ordinance violated the due process clauses of the state and federal consti- 
tutions, the equal protection clause of the federal constitution, and the class 
legislation clause of the state constitution.? The action was dismissed in the 
Superior Court of Cook County, and on appeal, held: Affirmed. The ordi- 
nance was held to be constitutional as a reasonable classification and a legiti- 
mate exercise of the police power. Henson v. City of Chicago, 415 Ill. 564, 
114 N.E.2d 778 (1953). 

Similar statutes have consistently been found valid in other jurisdic- 
tions. The Supreme Court of the United States upheld a Michigan law which 
permitted female relatives of licensees to act as bartenders, but failed to 
include woman licensees themselves within the exception.’ This classification 
would seem far more vulnerable to attack as a violation of equal protection 
than the ordinance in question here. In California, which has a constitu- 
tional provision reserving to women professional and occupational rights 


* See note 16, supra. 

* May v. Anderson, 345 U.S. 528, 536, 73 Sup. Ct. 840, 846 (1953). 

*Cuicaco Munic. Cope § 147-15. The city derives its authority to pass this legisla- 
tion from the Liquor Control Act, ILL. Rev. Srat., c. 43, § 110 (1953). 

*Ixt. Const. Art. I, §§ 1, 2, 13; Art. IV, § 22; U.S. Const., Amend. XIV. 

* Goesaert v. Cleary, 335 U.S. 464, 69 Sup. Ct. 198 (1948). 
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equal to those enjoyed by men,‘ such a statute has been held constitutional.® 
Louisiana, Minnesota and New Jersey have held the same way, while only 
Florida has struck down a similar law.® 

The argument against constitutionality based upon due process seems 
easily disposed of. The courts have usually been willing to uphold as a 
legitimate exercise of the police power laws which affect the general wel- 
fare of the public, its health, safety, comfort or morals, even though the 
law imposes prohibitions or restrictions upon the liberties or property of 
the individual.? This is almost certain to be the result where the liquor 
traffic is involved. In 1890, the United States Supreme Court, in refusing 
to order the reinstatement of a liquor license, held that all rights may be 
regulated for the good of the community, and that there is no inherent right 
in a citizen to sell intoxicating liquors. The Illinois Supreme Court, in 
Great Atlantic & Pacific Tea Co. v. Danville,® approved a city ordinance 
forbidding the sale of liquor in grocery stores, stating that this was not a 
violation of due process of law, but was a valid exercise of the police power. 
In the instant case, the Supreme Court felt that the ordinance in question 
was clearly a reasonable regulatory measure. The legislature, the court said, 
“. .. concluded that women generally should not be allowed to draw, pour, 
or mix alcoholic liquors in a place where alcoholic liquor is sold for con- 
sumption upon the premises, in the promotion of the good morals of the 
women or the public.” 1° 

The constitutional attack based upon equal protection involves a more 
complex problem.!! The Illinois Supreme Court has always been jealous of 
its right to inquire closely into the legislature’s classification decisions. The 
general requirement for constitutionality under the equal protection clause 
is simple enough: 

“While it is competent for the legislature to determine upon what 

difference a distinction may be made for the purpose of statutory 


“Cauir. Const. Art. XX, § 18. 

*People v. Jemnez, 49 Cal.App.2d 739, 121 P.2d 543 (1942). 

* Brown v. Foley, 158 Fla. 734, 29 So.2d 870 (1947); City of De Ridder v. Mangano, 
186 La. 129, 171 So. 826 (1936) (a most entertaining opinion); Anderson v. City of 
St. Paul, 226 Minn. 186, 32 N.W.2d 538 (1948) (there is a very able dissent to this 
opinion which treats the public policy question thoroughly); City of Hoboken v. Good- 
man, 68 N.J.L. 217, 51 Atl. 1092 (1902); See Note 172 A.L.R. 620 (1948). 

*Lasdon v. Hallihan, 377 Ill. 187, 36 N.E.2d 227 (1941); City of Evanston v. Wazau, 
364 Ill. 198, 4 N.E.2d 78 (1936); Fenske Bros. Inc. v. Upholsters’ Union, 358 Ill. 239, 193 
NE. 112 (1934) 

® Crowley v. Christiensen, 137 U.S. 86, 11 Sup. Cr. 13 (1890). 

* 367 Ill. 310, 11 N.E.2d 388 (1937). 

415 Ill. 564, 571, 572, 114 N.E.2d 778, 782 (1953). 

“For case comments on recent developments on this subject in Illinois see: com- 
ment on Charles v. City of Chicago, 413 Ill. 428, 109 N.E.2d 790 (1952), in [1953] Law 
Forum 140; comment on Ronda Realty Co. v. Lawton, 414 Ill. 313, 111 N.E.2d 310 
(1953), in [1953] Law Forum 284. 
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classification of objects otherwise having a resemblance, and while 
the legislature is not required to be scientific, logical or consistent in 
its classification, yet these propositions, however exercised, are always 
subject to the qualification that the power must not be arbitrarily 
exercised, and that the distinction has a reasonable basis when con- 
sidered with reference to the purposes of the legislation.” 1? 


How this requirement is to be applied, however, is a rather difficult 
matter. In the earlier equal protection cases, the court’s attitude was some- 
what hostile toward the legislature’s classifications.13 In Braceville Coal Co. 
v. People,* for instance, an act requiring corporations to pay their em- 
ployees weekly was held to be an unconstitutional violation of equal pro- 
tection of the laws. The court said, “And it is only when such distinctions 
exist that differentiate, in important particulars, persons or classes of per- 
sons from the body of the people, that laws having operation only upon such 
particular persons or classes of persons have been held to be valid enact- 
ments.” 15 These decisions indicated that the General Assembly was being 
warned that it must be very careful lest it offend the court’s sense of reason- 
ableness. 

This antagonistic approach is no longer apparent. It is difficult to say 
exactly when the court’s attitude began to change. It may have been merely 
a gradual realization by the justices that increased legislative regulation of 
life and business had to be accepted. As early as 1921 in holding the “Blue 
Sky Laws” constitutional, the court indicated its willingness to give the 
legislature a great deal of latitude.1® A few later cases gave further indica- 
tions that the court was changing its approach to the equal protection ques- 
tion,!? but any such progress was sharply halted in 1947 with the decision in 
Northern Ill. Coal Co. v. Medill.18 The court there held unconstitutional a 
statute requiring coal mine operators to restore land surfaces after complet- 
ing strip mining operations. This would appear to have been a valid public 
health and conservation measure, but the court thought the classification 
unreasonable because only coal mining was affected, while similar operations, 
such as quarrying, were not included. The court’s earlier position that classi- 
fication decisions by the legislature must pass a strict judicial test was re- 
affirmed. 


” Marallis v. City of Chicago, 349 Ill. 422, 427, 182 N.E. 394, 396 (1932); 83 A.L.R. 
1222 (1933). 

* People v. Weiner, 271 Ill. 74, 110 N.E. 870 (1915), L.R.A. 1916C, 778; Josma v. 
Western Steel & Car Foundry, 249 Ill. 508, 94 N.E. 945 (1911). 

* 147 Ill. 66, 33 N.E. 62 (1893). 

* Id. at 72, 35 NE. at 63. 

* Stewart v. Brady, 300 Ill. 425, 133 N.E. 310 (1921). 

**S. Buchsbaum & Co. v. Gordon, 389 Ill. 493, 59 N.E.2d 832 (1945); Smith v. 
Murphy, 384 Ill. 34, 50 N.E.2d 844 (1943); Stearns v. Chicago, 368 Ill. 112, 13 N.E. 2d 
63 (1937); 114 A.L.R 1507 (1938). 

*® 397 Ill. 98, 72 N.E.2d 844 (1947). 
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Since this decision, however, the court has again changed its attitude 
toward equal protection. In the instant case, for example, the court stresses 
the fact that the legislature possesses the power of regulation, and that the 
court must not examine too closely into its method of exercising it: 


“When the power to act is vested in the legislative department, and 
the means it chooses are reasonably calculated to subserve the exercise 
of the power, courts will not inquire whether the legislature . . . acted 
wisely or not, and such action cannot be set aside on the ground that 
it is unreasonable, as it is not the province of the court to pass on the 
reasonableness of an act of the General Assembly.” ?® 


This indicates that it is the court rather than the legislature that must act 
with the greater degree of caution in these cases.?° 

It seems likely that this latest shift in the court’s viewpoint will be a 
permanent one. The recent decisions on equal protection *! al! indicate that 
the court will allow the legislature considerable freedom in choosing objects 
for legislative classification, and that any classification that is not clearly 
arbitrary and capricious will be sustained. 


GerorceE M. CHANDLER 


CONSTITUTIONAL LAW—No Liability in Damages For Breach of a 
Restrictive Covenant Agreement. (United States) 


Defendant conveyed a residential estate in Los Angeles to members of 
the negro race. Such conveyance violated a restrictive covenant agreement 
limiting use of the land to non-Caucasians. The negroes having taken posses- 
sion of the land, co-covenantors sued defendant for damages, alleging de- 
valuation of their adjacent property. Held, judgment for defendants 
affirmed. Damages for breach of a restrictive covenant agreement cannot 
be enforced in a state court, since this would constitute state action, depriv- 
ing non-Caucasians, unidentified but identifiable, of the rights guaranteed 
by the Fourteenth Amendment to the United States Constitution. The 


415 Ill. 573, 574, 114 N.E.2d 783 (1953). 

» This contrast in the court’s attitude can be clearly seen in Conlan Bros. Mfg. Co. 
v. Annunzio, 409 Ill. 277, 99 N.E.2d 119 (1951), in which the court quotes extensively 
from one of the earlier cases, Michigan Millers’ Mut. Fire Ins. Co. v. McDonough, 358 
Ill. 575, 193 N.E. 662 (1934). 

Ronda Realty Co. v. Lawton, 414 Ill. 313, 111 N.E.2d 310 (1953); Charles v. City 
of Chicago, 413 Ill. 428, 109 N.E.2d 790 (1952); Conlan Bros. Mfg. Co. v. Annunzio, note 
20, supra. 

*Section 1. “. . . No state shall make or enforce any law which shall abridge the 
privileges or immunities of citizens of the United States; nor shall any state deprive any 
person of life, liberty or property without due process of law; nor deny to any person 
within its jurisdiction, the equal protection of the laws.” 


“ 
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court will allow defendant to raise the constitutional rights of third parties 
not involved in the litigation,” since it is the action of the state court which 
might result in a denial of these constitutional rights; also, it would be diffi- 
cult for these non-Caucasians whose rights are asserted by the defendant 
to this action, to present their grievances before any court.® Barrows v. 
Jackson, 346 U.S. 249, 73 Sup. Ct. 1031 (1953). 

In 1948 the Supreme Court decided in Shelley v. Kraemer * that a state 
court may not enjoin a party to a restrictive covenant agreement from con- 
veying land to negroes. The court held that although the agreement origi- 
nally formed was private in nature, judicial enforcement thereof would 
constitute state action prohibited by the Fourteenth Amendment. In de- 
ciding the Shelley case, the court did not deal with the liability in damages 
for such breach, but confined its decision to the denunciation of equitable 
remedies.> Subsequent to the decision in Shelley v. Kraemer, suits were 
instituted in several jurisdictions seeking damages from the landowner who 
had breached his covenant.* The various state courts differed in their inter- 
pretation of the applicability of the Shelley doctrine to this situation.? The 
controversy was finally resolved by the decision rendered in the principal 
case, which has extended the Shelley doctrine. 

Taken together, the two cases stand for the principle that there can be 
neither legal nor equitable enforcement of restrictive covenant agreements. 
Therefore, while the court has declined to assert that these compacts are 


*For other cases where the Supreme Court has permitted defendants to assert the 
constitutional rights of others, see Pierce v. Society of Sisters, 268 U.S. 510, 45 Sup. Ct. 
571 (1924). In that case, the schools were allowed to assert in defense of their property 
rights the constitutional rights of the parents and guardians. See also Joint Anti-Fascist 
Refugee Committee v. McGrath, 341 U.S. 123, 71 Sup. Cr. 624 (1951). 

*Chief Justice Vinson, in his dissent said, “The plain, admitted fact that there is 
no identifiable non-Caucasian before this court who will be denied any right to occupy, 
buy, or otherwise enjoy the property involved in this lawsuit, is decisive to me.” 

*334 US. 1, 68 Sup. Ct. 836, 3 A.L.R.2d 441 (1948). Held, judicial enforcement 
by state courts of covenants restricting use or occupancy of real property to persons 
of the Caucasian race violated the “equal protection” clause of the 14th Amendment. 
Conceding that the Amendment is directed against state action only, and does not reach 
private conduct, however discriminatory, the opinion holds that judicial action, even 
for the enforcement of private agreements, is state action, and so within the Amendment’s 
field of operation. 

°For an excellent analysis and discussion of Shelley v. Kraemer, see Note 3 
A.L.R.2d 477 (1949). 

°For cases denying the right to damages, see Phillips v. Naff, 332 Mich. 389, 52 
N.W.2d 158 (1952), and Roberts v. Curtis, 93 F. Supp. 604 (D.C. Cir. 1950). Cases 
allowing damages are Weiss v. Leaon, 359 Mo. 1054, 225 S.W.2d 127 (1949), and Correll 
v. Early, 205 Okla. 366, 237 P.2d 1017 (1951). 

"It should be noted that of the four cases cited in note 6, supra, the two cases 
rendered in southern jurisdictions reached the opposite conclusion upon practically iden- 
tical factual situations presented before the northern courts. It is therefore conceivable 
that the respective courts were guided by certain extraneous factors in addition to the 
constitutional considerations. 
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illegal per se, they have emasculated such agreements so that they have be- 
come mere legal nullities. 

Historically, cases prior to Shelley v. Kraemer gave judicial sanction to 
the efficacy of the racial restrictive covenant agreement.§ This “classic” 
doctrine was abolished by the Shelley holding, which denied equitable en- 
forcement. The about-face has been extended by the principal case. 

It should be noted that the court in this case was faced with unique 
problems not presented in the Shelley decision. Here, no negroes were in- 
volved in the lawsuit. The land in question had already been conveyed, 
and the new negro landowners were in undisturbed possession. No attempt 
had ever been made to disturb this possession or hold the negroes monetarily 
liable for breach of the agreement. The suit concerned white persons solely, 
and the white defendant was required to raise the constitutional rights of the 
negroes, a class to which he did not belong, in defense of the action. The 
court recognized the general rule that ordinarily a defendant cannot raise 
the constitutional rights of third parties,® but distinguished the unusual cir- 
cumstances of this case, where the negro would seldom be in a position to 
assert his own constitutional rights.1° The majority referred to the court’s 
procedural rule of “standing” as a “self-imposed rule of restraint” which 
could be abrogated for good reason."! Plaintiff also contended that the 
court, by denying damages under the covenant, would be violating the 
constitutional prohibition against impairing the obligation of contracts.!? 
The court explained this away by pointing out that this prohibition is 
directed against Jegislative action only.'* 

The late Chief Justice Vinson, dissenting alone, vigorously attacked the 
majority’s position. Declaring that this case was easily distinguishable from 
the Shelley case, in which he had written the opinion, Vinson here criticized 
his brethren for abandoning the court’s “salutary” rule prohibiting the rais- 
ing of constitutional rights of third parties not involved in the litigation. In 
addition, the Chief Justice pointed out that the majority had not identified 


® See Eason v. Buffaloe, 198 N.C. 520, 152 S.E. 496 (1930). Also, Chandler v. Ziegler, 
88 Colo. 1, 291 Pac. 822 (1930). 

* Ashwander v. Tennessee Valley Authority, 297 U.S. 288, 59 Sup. Ct. 972, 122 
A.LR. 695 (1936). 

* The court also felt that the defendant had a right to raise the constitutional rights 
of the negroes, since . . . “respondent has been sued for damages totalling $11,600, and in 
which a judgment against respondent would constitute a direct pocketbook injury 
to her.” 

™See Quong Ham Wah Co. v. Industrial Accident Commission, 184 Cal. 26, 192 
Pac. 1021, 12 A.L.R. 1190 (1920). 

” US. Const. Art. I, § 10 provides, “No state shall... pass any law .. . impairing 
the obligation of contracts.” 

** Tidal Oil Co. v. Flanagan, 263 U.S. 444, 44 Sup. Ct. 197 (1924). 
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any individual negro whose rights would be infringed by an award of 
damages in this particular suit.1* 

We now come to the primary question which confronted the court in 
both this and the Shelley decisions, i.e., what constitutes “state action” within 
the constitutional meaning? 

“The concept of ‘state action’ has enjoyed a career of aggressive ex- 
pansion during the years since the Civil Rights Cases 1° were decided. It is 
certainly clear that the doctrine is no longer confined, if ever it was, to 
mere affirmation of state authority which takes the form of legislative en- 
actments.” 16 “The concept now has grown to the point where it refers to 
exertions of state power in all forms, and has the effect of protecting the 
rights of individuals and minorities from many abuses of governmental 
power which were not contemplated at the time of the adoption.” !7 

The court has by their decision in the principal case extended the doc- 
trine of “state action” one step further. Here, the agreement was solely 
between private parties, and legal enforcement of such private agreements 
was not considered “state action” under the classic interpretation of the 
doctrine. But the majority in the principal case, with commendable perspica- 
city looked to the ultimate consequences of allowing damages for such 
breach. It was pointed out that if the white landowner who is a party to a 
restrictive covenant agreement will be liable in damages for conveyance to 
negroes, this will either cause him to absolutely refrain from such convey- 
ance, or sell at a price which will be sufficient to offset possible damage 
liability. Either of these two alternatives will deprive the prospective 
negro purchasers, unidentified but identifiable,* of their constitutional 
privilege to own and enjoy property on the same basis as their white breth- 
ren. “Distinctions between citizens solely because of their ancestry are by 
their very nature odious to a free people whose institutions are founded 
upon the doctrine of equality.” 1° 


Ronap S. MILLER 


“Since the negro purchaser had already paid the purchase price and moved in 
the premises, there was no possible way that his future enjoyment of the property could 
be affected. 

*109 US. 3, 3 Sup. Cr. 18 (1883). 

* See dissent, Dorsey v. Stuyvesant Town Corp., 299 N.Y. 512, at 536, 87 N.E.2d 
541, at 553 (1949). 

* Rice v. Elmore, 165 F.2d 387, 392 (4th Cir. 1947); certiorari denied, 333 U.S. 875, 
68 Sup. Cr. 905 (1948). 

* “Unidentified but identifiable” refers to future prospective negro purchasers of 
land subject to such restrictions. 

* Hirabayashi v. U.S., 320 US. 81, 100, 63 Sup. Cr. 1375, 1385 (1943). 
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CRIMINAL LAW—Res Judicata Not Applicable Under the Illinois Post- 
Conviction Hearing Act. (Illinois) 


Petitioner sought to set aside his conviction under the Post-Conviction 
Hearing Act.! He allegedly was induced to confess to a crime due to force 
and coercion applied by police officers prior to his trial. As an additional 
ground he alleged the State knowingly used perjured testimony. Both 
grounds were asserted to prove that the petitioner was deprived of consti- 
tutional rights. The Criminal Court of Cook County heard evidence on both 
allegations and entered a judgment granting the petitioner a new trial and 
the People appealed. On appeal, held: Affirmed. The hearing court did not 
exceed its authority when it reheard the evidence on the question of the 
admissibility of the original confession along with the testimony on the 
State’s use of perjured testimony. People v. Wakat, 415 Ill. 610, 114 N.E.2d 
706 (1953). 

The Illinois Post-Conviction Hearing Act affords an appropriate 
remedy for the imprisoned individual who has been deprived of his consti- 
tutional rights and consequently convicted and sentenced to the peni- 
tentiary.2 The Act provides a single procedure by which persons within 
the class specified can obtain a hearing upon the question of whether they 
were denied due process of law.® 

In the present case the petitioner alleged that his confession was induced 
by force from the arresting officers. He also contended that he was beaten 
on several occasions prior to being bound over to the county jail by various 
police officers. These allegations were repeated at his hearing under the 
Act, along with the assertion that at least one arresting officer gave per- 
jured testimony at the original trial. The hearing court decided that there 
was sufficient evidence to bear out the discrepancies alleged in the arresting 
officer’s testimony. The evidence and testimony taken at the hearing re- 
sulted in an order for a new trial. The People did not deny nor dispute the 
finding arrived at by the hearing court. However, they did contend that 
the Post-Conviction Hearing Act does not grant the authority to the hear- 
ing court to consider issues litigated at the original trial nor to receive evi- 
dence not heard at the original trial. These contentions were expressly 
rejected by the Supreme Court on review. The Court stated that not only 
does the post-conviction judge have the authority to hear evidence on 
issues litigated at the original trial and to entertain evidence on new issues, 
but that the hearing judge also has the obligation to so exercise that au- 
thority.* 


"Itt. Rev. Srat., c. 38, §§ 826-832 (1953). 

? People v. Jennings, 411 Ill. 21, 102 N.E.2d 824 (1952). 

* People v. Dale, 406 Ill. 238, 92 N.E.2d 761 (1950). 

“People v. Jennings, 411 Ill. 21, 27, 102 N.E.2d 824, 828 (1952); People v. Wakat, 
415 Ill. 610, 617, 114 N.E.2d 706, 708 (1953). 
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The State apparently argued on the theory that the hearing judge may 
neither hear the evidence on the constitutional claim again, nor increase the 
original record by entertaining additional evidence and testimony. It was 
further argued that the hearing court is limited to the inquiry of whether 
the petitioner was afforded an opportunity to present his claim for a fair 
trial at the original proceeding. In short, the State attempted to apply the 
doctrine of res judicata to proceedings under the Post-Conviction Hearing 
Act. These contentions again met with failure as they did in People v. Jen- 
nings® when the court stated that the post-conviction inquiry must be 
made even though it involves a collateral attack upon a judgment which 
the rendering court had jurisdiction to enter.* The Act confers upon the 
hearing court the jurisdiction and full authority to conduct its hearing in 
accordance with the usual and accepted methods of judicial inquiry.” 

It was thus made clear that res judicata does not apply unless there has 
been a waiver by the petitioner of his rights to a hearing under the Act. An 
adjudication at the original proceeding of the issue whether a confession was 
induced unconstitutionally is not as a matter of law a bar to further inquiry 
into the correctness of the ruling admitting the confession. One of the 
issues covered by the Act is a determination of whether the confession was 
illegally obtained and admitted at the original trial. The Jennings case indi- 
cated that it is the use of the coerced confession which is the violation or 
denial of the constitutional right.8 Therefore, a proceeding under the Act 
necessitates an inquiry into the circumstances surrounding the confession 
used in the original trial. 

Since the case of Marino v. Ragen,® there has been an acute need for an 
adequate and clearly defined method by which a prisoner may raise his 
claim ot denial of his constitutional rights in IIlinois.1° Previously a prisoner 
had to resort to the procedural remedies of writ of error,! coram nobis,!? 


°411 Ill. 21, 102 N.E.2d 824 (1952). 

*People v. Jennings, 411 Ill. 21, 25, 102 N.E.2d 824, 826 (1952); People v. Wakat, 
415 Ill. 610, 616, 114 N.E.2d 706, 707 (1953). 

"Iti. Rev. Stat., c. 38, § 831 (1953). 

* People v. Jennings, 411 Ill. 21, 26, 102 N.E.2d 824, 827 (1952); People v. Thomlison, 
400 Ill. 555, 564-565, 567, 570, 81 N.E.2d 434, 437, 439, 441 (1948). 

® Marino v. Ragen, 332 U.S. 561, 68 Sup. Ct. 240 (1947). 

” Young v. Ragen, 337 U.S. 235, 69 Sup. Ct. 1073 (1948). 


“The outstanding limitation on writ of error as a means for post trial remedy is 
that matters outside the record on appeal may not be inquired into. An additional re- 
striction is that most prisoners are without funds to supply a transcript of the proceed- 
ings of the trial or have failed to do so within the time required by law. It. Rev. Stat., 
c. 110, § 259.70A (1953). 

“Statutory coram nobis is an independent civil proceeding in which only such 
matters as were not known at the trial court at the time of the trial proceedings may be 
considered. Itt. Rev. Srat., c. 110, § 72 (1953). People v. Tuohy, 397 Ill. 19, 72 N.E.2d 
827 (1947). 
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or habeas corpus !° in Illinois to raise his claim of denial of due process. A 
glimpse into the judicial decisions concerning these remedies prompted a 
member of the United States Supreme Court to urge that the federal courts 
sitting in Illinois accept jurisdiction of all habeas corpus petitions on the 
ground that as a practical matter there was no adequate remedy in IIlinois.’* 
Thereafter, the legislature enacted into law the present Act which is an 
attempt to bridge the gap between the pre-existing Illinois remedies and the 
remedy by way of the federal habeas corpus.'® 

Under the Act a petition must be filed by the prisoner alleging the denial 
of constitutional rights and to support these allegations factual statements 
and affidavits are likewise required of the petitioner. Compliance with this 
requirement necessitates an answer by the states attorney and a hearing on 
the merits.1° From this it is apparent that a hearing on a post-conviction 
petition is necessarily an independent inquiry. The hearing court is author- 
ized and directed to use any procedure which it deems necessary and 
proper in order to satisfy its duty of determining the existence of facts 
which would constitute a denial of the claimed constitutional right.’7 One 
of the fundamental principles of a post-conviction remedy is the intro- 
duction of evidence during the appeal on matters outside the record.'8 

The Act does not require that only oral testimony be received in all 
cases.1® It grants to the hearing judge discretion to determine the type and 
extent of the evidence necessary for that court to carry out its duty of 
determining whether in fact a constitutional right has been denied.*° The 
post-conviction court may examine the transcript of the original trial, re- 
ceive affidavits or hear testimony.?! Otherwise, anything less in the way 
of procedure for a post-conviction remedy would be a dubious improvement 
over the old forms of review, namely, habeas corpus, corum nobis and writ 
of error.?? 

Apparently the court recognized the evil of the previous plight of 


** Habeas corpus is an independent proceeding which provides that a prisoner 
may obtain his release from custody where the committing court exceeded its jurisdic- 
tion. In Illinois there is no right to appeal from a habeas corpus proceeding and the 
Supreme Court will not entertain original habeas corpus proceedings when a question 
of fact is involved. People v. Loftus, 400 Ill. 432, 81 N.E.2d 495 (1948). 


“Marino v. Ragen, 332 U.S. 561, 68 Sup. Ct. 240 (1947). (Concurring opinion of 
Mr. Justice Rutledge.) 

* People v. Wakat, 415 Ill. 610, 617, 114 N.E.2d 706, 710 (1953). 

** People v. Jennings, 411 Ill. 21, 26, 102 N.E.2d 824, 827 (1952). 

* Mitchell v. People, 411 Ill. 406, 408, 105 N.E.2d 300, 301 (1952). 

* Carter v. People of State of Illinois, 329 U.S. 173, 175, 67 Sup. Ct. 216, 218 (1946). 

* Mitchell v. People, 411 Ill. 406, 408, 105 N.E.2d 300, 301 (1952); People v. Cum- 
mins, 414 Ill. 308, 311, 111 N.E. 307, 308 (1952). 

» Tbid. 

ILL. Rev. STAT., c. 38, § 831 (1951). 

#9 F.R.D. 347. The Illinois Post-Conviction Hearing Act, SMitH-Hurp ILL. ANN. 
Start., c. 38, supp. following par. 825. 
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prisoners under the three methods of review available to them under the 
former law. The instant case makes it clear that the Post-Conviction Hear- 
ing Act affords a proceeding that is not an appeal nor a limited review by 
an intermediate court. It is rather, an original proceeding in which a peti- 
tioner, after he complies with the stipulations of the statute, is permitted a 
full judicial hearing upon the merits of the constitutional claims he asserts.?* 
The instant case places but a minimum of restrictions upon the use of the 
remedy provided by the Act. Previously the court indicated that a prisoner 
may waive his rights under the Act if he did not present his constitutional 
claims at the original trial. This waiver may be accomplished if he is 
adequately represented by counsel or by a failure to prosecute a direct 
appeal if he is financially competent.24 While no direct ruling was made 
in the instant case on the question of waiver, the court did note that Wakat 
at his trial claimed his confession to be the result of coercion. Furthermore, 
the court stated that nothing in the Act suggests that it applies only to those 
claims of deprivation of constitutional right which did not culminate in 
rulings of the court at the original trial.? 

The decision goes far in the direction of improving the methods of 
review of criminal convictions. The Act provides a somewhat unique scope 
of collateral attack, on constitutional grounds, upon prior judgments of 
convictions. Regardless of the past state of Illinois law, such a method is 
apparently required to satisfy the Federal Constitution.*® The construction 
given to the Act by this case is sufficiently broad to preclude further argu- 
ments as to res judicata and the introduction of new evidence on the consti- 
tutional issues raised under the prisoner’s petition. The result may be to 
prod the prosecuting and arresting officials to a more efficient, and if neces- 
sary, honest method of diligent investigation of criminal cases. 


Martin J. KeatinG 


EVIDENCE—Effect of Pretrial Discovery Deposition on the Deadman’s 
Statute. (Illinois) 


Plaintiff, an adverse claimant to the estate of Edward Grossman, filed 
a claim in the probate court for all the assets of the estate. She claimed that 
the decedent had orally agreed to leave a will giving claimant all his prop- 
erty in consideration of personal services performed by her. The claim was 
disallowed in both the Probate Court and Superior Court of Cook County. 
About one year prior to the trial of the cause in the Superior Court, the 


= People v. Wakat, 415 Ill. 610, 617, 114 N.E.2d 706, 710 (1953). 

* People v. Jennings, 411 Ill. 21, 26, 27, 102 N.E.2d 824, 828 (1952). 
* People v. Wakat, 415 Ill. 610, 616, 114 N.E.2d 706, 709 (1953). 
* Marino v. Ragen, 332 U.S. 561, 570, 68 Sup. Ct. 240, 245 (1947). 
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estate took the pretrial deposition of the claimant and interrogated her as 
to all phases of her claim. The deposition was not filed, offered or put in 
evidence on the trial of the case. The claimant contends that the taking 
of the deposition constituted a waiver pro tanto of her disqualification as a 
witness. On appeal, held: Judgment affirmed. Examination of an adverse 
party on a pretrial discovery deposition does not constitute a waiver of 
disqualification under the deadman’s statute. Pink v. Dempsey, 350 Ill. App. 
405, 113 N.E.2d 334 (Ist Dist. 1953).2 

One of the most troublesome tasks that a legislature must face is that 
of coordinating a specific enactment with all other statutory provisions that 
may have some direct or remote connection to the same subject matter.? 
Complete coordination is always difficult and often impossible, and it is 
this problem that gives rise to the cases wherein one section of the statutes 
must be interpreted in connection with another. Such a difficulty arose 
when Section 60 of the Practice Act* had to be resolved in connection 
with Section 2 of the Evidence Act.* In this situation it was necessary to 
determine whether the disqualification under the Evidence Act was re- 
moved by defendant’s action in calling the disqualified adverse party as a 
witness for the estate. It is quite conceivable that this question never was 
anticipated and therefore was unresolved in the course of the legislative 
debate. It became necessary for the courts to devise an adequate solution 
to the problem from the words of the statute alone. There is strong prece- 
dent to the effect that the disqualification is removed to the extent of the 
testimony taken on behalf of the estate.5 This rule is commonly referred 
to as the “pro tanto” rule. 


*The Supreme Court denied appeal. 

*See Nutting, The Ambiguity of Unambiguous Statutes, 24 Munn. L. Rev. 509 
(1940). Nutting states at p. 24 that “It would be conceded that in most instances of 
this kind the particular problem involved did not occur to the legislature. At any rate, 
evidence of legislative intention is generally lacking. Most courts resorting to the equity 
of the statute, either consciously or unconsciously, will make use of language tending to 
indicate that deference is being paid to the intention of the legislature.” 

"Inu. Rev. Srat., c. 110, § 184 (1953) states: “Upon the trial of any case any party 
thereto or any person for whose immediate benefit such action is prosecuted or de- 
fended, or the officers, directors, or managing agents of any corporation which is a 
party to the action, may be examined as if under cross-examination at the instance of 
the adverse party or parties or any of them, and for that purpose may be compelled, in 
the manner and subject to the same rules for examination as any other witness, to testify, 
but the party calling for such examination shall not be concluded thereby but may rebut 
the testimony thus by counter testimony.” 

‘Inv. Rev. Stat., c. 51, § 2 (1953). 

* Perkins v. Brown, 400 Ill. 490, 81 N.E.2d 207 (1948); Garrus v. Davis, 234 Ill. 326, 
84 N.E. 924 (1908); Combs v. Younge, 281 Ill. App. 339 (2d Dist. 1935). 

The difficult question in these cases is the determination of where the line should 
be drawn. The court in Perkins v. Brown, supra, said, “The rule is that where a party, 
who is incompetent to testify for himself as to a transaction, is called by the adverse 
party and questioned concerning the same, he is thereby made competent to testify in 
his own behalf as to the whole of such transaction, although his incompetency is not 
removed as to other matters about which he was not interrogated by the adverse party.” 
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A similar and perhaps closely connected problem arises in the instant 
case. The dispute hinges on the interpretation of the so-called deadman’s 
statute in connection with the pretrial deposition provisions of the stat- 
utes. Section 2 of the Evidence Act states in pertinent part that “No party 
to any civil action, suit or proceeding, or person directly interested in the 
event thereof, shall be allowed to testify therein on his own motion, or in 
his own behalf, .. . when any adverse party sues or defends as . . . adminis- 
trator ... of any deceased person . . . unless when called as a witness by 
such adverse party so suing or defending.” 

The court in the Pink case points out correctly that there are no 
Illinois Supreme Court decisions directly passing upon this question. It 
then turns to Chapman v. Bruton in which the facts as stated were that the 
defendant was examined “prior to the trial by the plaintiff under § 60 of 
the Illinois Civil Practice Act.”7 The Chapman case held that the dis- 
qualification was not removed. The court in the instant case admits that 
it is not certain whether the examination in the Chapman case “was a pretrial 
deposition or was an examination at the time of trial under § 60.” ® How- 
ever, notwithstanding this uncertainty, it concludes that in “either event, 
the case constitutes a firm decision that disqualification is not waived by 
a pretrial examination.” It is difficult to comprehend this conclusion for 
the court openly admits that a pretrial deposition might not have been 
involved in the case. 


The Utah court surveyed the whole problem in Clayton v. Ogden State 
Bank, a case cited as authority in the instant case. There it was stated: 


“Some of the cases hold that the taking of a deposition by the adverse 
party renders the witness competent to testify, others hold that the 
taking of the deposition and the further step of filing it with the court 
is requisite, while others hold that the deposition or part of it must be 
offered in evidence before the incompetency is removed and then only 
as to the matters offered.” ® 


*Itt. Rev. Srat., c. 110, § 182 (1953). “(1) Whenever a bill for discovery, or in- 
terrogatories in a bill for relief, would heretofore have been available, the same discovery 
may hereafter be had by motion filed in the cause wherein the matters sought to be 
discovered would be used. (2) Discovery of documents which are or have been in the 
possession of any other party to the action may be had, admissions as to any fact may 
be requested and answers to written interrogatories may be required of any other party, 
and the deposition of any other party or any person may be taken at such times and 
under such terms and conditions as may be prescribed by rules.” 

Itt. Rev. Stat., c. 110, § 259.19 (1953) (Supreme Court Rule 19). “Any party to 
a civil action may cause to be taken, on oral or written interrogatories, by deposition 
before trial, in the manner provided by law for taking depositions in chancery cases, 
the testimony of any other party or of any other person, which is relevant to the prose- 
cution or defense of the action, and, if hostile, such person may be examined as though 
under cross-examination.” 

*325 Ill. App. 334, 60 N.E.2d 125 (4th Dist. 1945). Published in abstract only. 

*350 Ill. App. 405, 410, 113 N.E.2d 334, 336 (1st Dist. 1953). 


°82 Utah 564, 568, 26 P.2d 545, 546 (1933). 
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Thus, it seems that a review of the cases from other jurisdictions would be 
futile since the whole problem in its last analysis reverts to a strictly policy 
consideration.!° 

The court, in the instant case, purports to find support in Illinois cases 
which held depositions taken prior to the adverse party’s death not admis- 
sible in evidence.!! It is noteworthy that these depositions were not pre- 
trial discovery depositions; therefore, they would seem to have dubious 
relevance to the question presently confronted, since the claimant in the 
instant case does not seek to have the deposition admitted in evidence but, 
rather, seeks to remove his disqualification as a witness.’ Pink contends 
that she was subjected to an unfair disadvantage because the estate was 
permitted to take her deposition a considerable length of time before trial, 
and yet was successful in opposing her testimony concerning the informa- 
tion therein. It is the plaintiff’s contention that there are no considerations of 
policy which would justify a distinction between waiver pro tanto where 
there is testimony at the trial under Section 60 of the Practice Act and the 
situation in this case. The argument was lightly brushed aside by the court 
which stated that such a consideration is a question for the legislature. 

However, it would seem that the court would have been on stronger 
ground had it delved more deeply into the policy considerations and 
weighed the respective interests more carefully. To hold that there is no 
waiver of disqualification is, in itself, a policy decision, and to base such a 
decision simply on precedent from other jurisdictions and on Illinois cases 
of dubious relevance seems unjust. It is the interests involved that are all 
important. Certainly the underlying problem is the extent of protection 
that an estate be afforded by virtue of the deadman’s act. 

One of the fundamental purposes of the disqualification under the act 
is to eliminate the possibility of fabricated evidence in a situation where 
the individual most able to controvert such evidence is deceased. It is cer- 
tainly arguable, however, that there are cases where the absence of the de- 
ceased is not too detrimental to the position of the estate, or if detrimental, 
such disadvantage is greatly removed by the ability to ascertain the facts 
of the claim. Clearly a pro tanto waiver of disqualification would have the 
effect of minimizing the use of pretrial depositions in situations like the 
present. This, however, would be no greater burden upon the estate than 


See Allen v. Pollard, 109 Tex. 536, 212 S.W. 468 (1919) (court allowed pro tanto 
waiver of disqualification where deposition was taken by the executor but not presented 
as evidence at the trial); Levy v. Dwight, 12 Colo. 101, 20 Pac. 12 (1888) (court sug- 
gested that if deposition were read in evidence at the trial the adverse party could 
testify); Clayton v. Ogden State Bank, supra, note 9 (court did not allow a waiver of 
disqualification). 

*See Smith v. Billings, 177 Ill. 446, 53 N.E. 81 (1899); Winger v. Chicago City 
Bank & Trust Co., 325 Ill. App. 459, 60 N.E.2d 560 (ist Dist. 1945). 

“Tt is noteworthy that at the time the deposition is taken the deponent cannot be 
certain as to whether his deposition is being taken for the purpose of discovery or for 
the purpose of being presented in evidence at the trial. 
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exists under Section 60 of the Practice Act. The estate would be obliged to 
weigh the benefits it might receive from the advantage of having the facts 
of the claim in advance of trial against the detriment it would face by hav- 
ing the adverse claimant qualified to testify on his own behalf.1* This per- 
haps is a much more equitable result. 


IrvinG S. FISHMAN 


HIGHWAYS—Suspension of Commercial Vehicle Operating Rights 
Limited to Intrastate Operations. (Illinois) 


In a declaratory judgment action, plaintiff sought to have Section 132.02 
of the Uniform Act Regulating Highways! declared invalid for the reason, 
among others,” that it violated the Federal commerce clause. The statute 
empowers the courts to order the suspension of the commercial motor 
vehicle operating rights of truck operators upon Illinois roads, for a period 
of ninety days, if the courts find such operators to be “habitual offenders” 
of the truck weight laws.’ Plaintiff had been charged with 157 violations 
in 60,000 trips over Illinois highways and he sought to enjoin a suspension 
suit based on these violations. The lower court sustained the validity of the 
statute and denied the injunction. On direct appeal to the Illinois Supreme 
Court, held: Affirmed in part. The statute is valid only in respect to its 
application to the suspension of intrastate operations. A state has the right to 
enforce its laws and the statutory provisions making ten violations a “prima 
facie” showing of habitual violation are not violative of due process, for 
evidence of the nature and character of the violations may be used to 
rebut the “prima facie” case. Interstate operations cannot be suspended 


** The statement of the court in Robertson v. O’Neill, 67 Wash. 121, 124, 120 Pac. 
884, 885 (1912), though dealing with another evidence problem, could be readily applied 
to the instant case. The court stated: “The purpose of the statute is to prevent the 
living from taking an unfair advantage of the estate of the dead. It would, however, 
be palpably unjust to permit the representative of a deceased person to use the adverse 
party to the extent that it might aid him in defeating a claim, or in establishing an 
independent claim in favor of the estate, and then claim the benefit of the statute when 
the adverse party sought to qualify or explain his testimony. This the law will not 
permit.” 
*Iu. Rev. Stat., c. 95%, § 229b (1951). 
* The statutory provisions were also attacked on the grounds that: 
A. they violated the equal protection, due process, and supremacy clauses of 
the Federal Constitution, 
B. they did not satisfy the requirements of Section 11 of Article II of the Illinois 
Constitution (penalties to be proportioned to the offense), 
C. they violated the separation of powers clause of the Illinois Constitution. 


* See note 1, supra. 
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because to do so would interfere with a federally granted right. Hayes 
Freight Lines, Inc. v. Castle, 2 Ill.2d 58, 117 N.E.2d 106 (1954). 

The abuse of public highways by the operation of overloaded com- 
mercial vehicles is the subject of much heated discussion, for most highways 
are carrying a far greater traffic load than they were designed to accommo- 
date. The brunt of the blame for the inability of the states to repair roads 
as fast as they are deteriorating, has been placed upon the operators of 
commercial vehicles. This criticism is justified when directed at heavily 
loaded trucks, for any one thickness of highway concrete will only with- 
stand limited pressures; roads crack and crumble when subjected to greater 
strain. State legislatures have realized this and have prescribed limits upon 


“The court in reaching its original decision relied upon previous United States 
Supreme Court decisions invalidating the application of an otherwise valid tax to inter- 
state business because such tax was not to be collected by the ordinary methods but 
was made a condition precedent to engaging in interstate business, or non-payment of 
the tax was to base the forfeiture of a corporate franchise to transact in interstate 
commerce. 

It is submitted that the use made of these taxes is not analogous to the effort of a 
state to protect its highways by a means that would directly achieve the desired result. 
The questions involved in the cases cited by the court are of an entirely different na- 
ture—whether goods, or services in interstate commerce, or the receipts therefrom, could 
be taxed as such. These are instances of discrimination against interstate commerce; the 
statute here involved places no distinction upon the type of business being done; if 
impairment of the highways is threatened, the privilege of the offending operator is to 
be suspended. Clearly, there is present neither arbitrary discrimination nor classification, 
but merely an enforcement device predicated upon the policy to be effectuated. 

Upon rehearing the court expanded its discussion of the commerce clause prob- 
lem. However, it reached the same result as in the original decision; this time resting it 
upon the ground that state statutes allowing revocation of interstate operating rights 
because of non-payment of valid obligations have been upheld, and statutes that made 
such payment a condition precedent to engaging in interstate business have been re- 
peatedly struck down. This is merely an expansion of the basis of the original opinion. 

In the rehearing decision the court said: “it may be that suspension for failure to 
meet obligations of that kind (unpaid taxes etc.) stands upon a different footing.” This 
seems to be drawing an arbitrary distinction for it implies that a state might impose 
large fines and prevent operations over its highways when the operators are unable to 
pay these fines. This ignores the essential basis of the statute—the protection of Illinois 
highways. True, the fines could be used to repair highways, but that does not disguise 
the fact that the nature of the problem necessitating the passage of the statute should 
not be overlooked. The court seems to ignore the inference that it drew from Texas v. 
Querner, 150 Tex. 490, 242 S.W.2d 166 (1951). In that case the Texas court held that 
interstate operating privileges could not be revoked by a state authority solely because 
there was a violation of a state-imposed prohibition against carrying goods in intrastate 
commerce. The court in the principal case noted that the Texas “opinion intimates 
that a different rule might be applied if the violation related to public safety or damage 
to the highways.” 

Perhaps the implication thus drawn from the Texas opinion should have been 
accorded greater weight insofar as it looks to the possibility of variance in interpreta- 
tions of the interstate commerce clause where the differing situations should warrant 
such a variance. That seems the proper view and appears to be the source of all current 
Constitutional interpretations where there exists a conflict between a state’s interest in 
“local incidents” and the Federal policy of uniformity. Under the circumstances of the 
instant case, it would seem wiser to declare the statute valid in its entirety and thus 
allow the Supreme Court and Congress to exercise their penultimate authority. 
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the size and weight of commercial vehicles traveling within state bound- 
aries, based on the quality and condition of their roads. 

Through a series of judicial decisions culminating in Cooley v. The 
Board, the power of the states to control local incidents of interstate com- 
merce, in the absence of positive action by Congress, is fully recognized.® 
Regulations covering weight and size have been attacked as encroaching on 
the powers reserved to Congress by the commerce clause. But in South 
Carolina v. Barnwell Brothers,’ the United States Supreme Court declared 
that the several states, through the use of their police power, had the right 
to regulate the use of highways within their borders because the high- 
ways were a purely local incident of interstate commerce.’ It was in the 
Barnwell case that Justice Stone enunciated the principle that in the ab- 
sence of Congressional action, the only limitations upon a state’s regulation 
of the use of its own highways are that interstate commerce should not be 
discriminated against and the means should be “reasonably adapted to the 
ends sought.” ® Even though there is a burden upon interstate commerce, 


°12 How. 299 (U.S. 1851). 

* Id. at pp. 318, 319. 

“We are brought directly and unavoidably to the consideration of the question, 
whether the grant of the commercial power to congress, did per se deprive the States 
of all power to regulate pilots. This question has never been decided by this court, 
. . . The grant of commercial power to congress does not contain any terms which 
expressly exclude the States from exercising an authority over its subject-matter. If they 
are excluded, it must be because the nature of the power, thus granted to congress, 
requires that a similar authority should not exist in the States... . (I)f ... the existence 
of this power in congress, is compatible with the existence of similar power in the 
States, then it would be in conformity with the contemporary exposition of the consti- 
tution, (Federalist, No. 32,) and with the judicial construction, . . . that it is not the 
mere existence of such a power, but its exercise by congress, which may be incompatible 
with the exercise of the same power by the States, .. . But when the nature of a power 
like this is spoken of, . . . it must be intended to refer to the subjects of that power, 
and to say they are of such a nature as to require exclusive legislation by congress.” 
The court went on to declare that if the subject-matter was such that it would be 
necessary to apply varying rules because of the characteristics present in the different 
states, then the states could legislate in the absence of congressional action. 

7303 U.S. 177, 58 Sup. Cr. 510 (1938). 

South Carolina had imposed a 20,000 pound gross limit upon the weight of trucks 
allowed to use her highways, and a 90 inch width limit. Both restrictions were found 
to be unreasonable by the federal district court. But the Supreme Court refused to look 
into the reasonableness of highway regulations on the basis that a state is entitled to 
regulate its highways and it is not within the power of the courts to determine the 
wisdom of legislation that a state has the power to enact. 

5 Maurer v. Hamilton, 309 U.S. 598, 603, 60 Sup. Ct. 726, 729 (1940); South Carolina 
v. Barnwell Brothers, 303 U.S. 177, 189, 190, 58 Sup. Ct. 510, 515, 516, 517 (1938); 
Sproles v. Binford, 286 U.S. 374, 389, 390, 52 Sup. Ct. 581, 585 (1932); Clark v. Poor, 
274 USS. 554, 557, 47 Sup. Ct. 702, 703 (1927); Morris v. Duby, 274 U.S. 135, 143, 47 Sup. 
Cr. 548, 550 (1927). 

® South Carolina v. Barnwell Brothers, 303 U.S. 177, 190, 58 Sup. Ct. 510, 517 (1938). 
See also the opinion of Justice Marshall in McCulloch v. Maryland, 4 Wheat. 316, 419- 
423 (US. 1819), for a lucid analysis of the reasons behind the reluctance of the United 
States Supreme Court to overturn legislation solely because it seems unwise. 
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“so long as the state action does not discriminate, the burden is one which the 
Constitution permits because it is an inseparable incident of the exercise of 
a legislative authority, which, under the Constitution, has been left to the 
states,” 10 

The same type of regulation was next challenged on the ground that 
the Federal Motor Carrier Act of 1935 was a positive act of Congress that 
deprived the states of their power to regulate vehicles moving in interstate 
commerce. Speaking again through Justice Stone, the Court declared, in 
Maurer v. Hamilton," that the Act of 1935 merely requested a report on the 
advisability of Federal control of weights and sizes of motor vehicles. Since 
further action by Congress would be necessary to enact any regulations, 
the power of the states to prescribe weights and sizes had not yet been super- 
seded.!2_ Regulations enacted in Illinois in 1935, containing lower limits 
than the present regulations embodied in Section 131 of the Uniform Act,?® 
were specifically upheld in Werner v. Hughes.'* 

Once the validity of any regulation has been established, there remains 
the problem of adequate enforcement for valid regulations are useless unless 
they can be enforced. The prevalent method of enforcing size and weight 
restrictions has been the imposition of a fine when a vehicle is weighed at a 
check-station and found to be overloaded.'® Such truck may either have a 
“gross overload,” the total weight of the loaded truck or tractor-trailer 
being over the statutory limit, or an “axle overload,” a greater weight being 
supported by any one axle than is permitted by the statute.’® Sanctions 


” Id. at 189, 58 Sup. Ct. at 516. 

* 309 U.S. 598, 60 Sup. Cr. 726 (1940) (Pennsylvania safety regulations held not 
to be superseded by the Federal Motor Carrier Act of 1935). 

? Id. at 609, 60 Sup. Ct. at 732. 

“Tt it evident that the purport of § 225 is to reserve ‘sizes and weight’ from the regu- 
latory powers of the Commission, quite as much when related to safety as when related 
to highway construction, pending investigation and report by the Commission of the 
need for such regulation, and further consideration of the matter by Congress.” 

* The 1935 regulations may be found in SmirH-Hurp Rev. Stat., c. 954, §§ 221- 
232 (1935), and the regulations in force at the time of the principal case are contained 
in Iny. Rev. Stat., c. 954%, §§ 221-232 (1951). 

“19 F. Supp. 425 (N.D. Ill. 1937) (The weight limitations contained in § 131 of 
the Illinois Uniform Act Regulating Traffic on Highways, SmirH-Hurp Rey. Stat., c. 
95%, § 228 (1935), were declared valid under the commerce clause and not superseded 
by the Federal Motor Carrier Act of 1935). 

*For a complete list of all applicable state laws, see: CCH State Carriers Service 
New Matters, Topical Index to Statutes and Regulations. 

*° Stocker, Motor Trarric MANAGEMENT, 77, 78, 79 (1947). 

“Except in regard to bridge capacity, gross weight of the vehicle, which is in- 
corporated into many laws, is meaningless. To use gross weight is like regulating the 
strength of a boiler by fixing the total steam pressure permissable. What really is im- 
portant is the number of pounds of steam pressure per square inch of boiler surface. 
In the case of motor trucks, the strength of the pavement and the effect of the move- 
ment of vehicles upon the pavement are affected largely by the number of pounds per 
square inch of tire surface bearing on the highway pavement, . . . Since the area 
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consisting of fines have been upheld many times in both state and federal 
courts.17 The Section of the Illinois statute providing for fines, Section 
132.01 of the Uniform Act, as originally enacted in 1949,!8 was held valid 
by an Illinois appellate court in People v. Klabaugh.'® 

However, the crux of the principal case is the validity of a more far- 
reaching system of enforcement than a monetary payment that could be 
passed on to the shippers.?° The previous cases, though speaking generally of 
the state’s power of prohibition, have in fact upheld regulation, not prohi- 
bition, of interstate commerce on the ground that the state has the power to 
control the local incidents of such commerce. The statements of Justice 
Stone in the Barnwell case seem sufficiently strong to warrant upholding 
Section 132.02 in its entirety. However, it must be remembered that in the 
Barnwell case the conflict between the national interest in the maintenance 
of a sound system of motor vehicle transportation in interstate commerce and 
the state’s interest in the conservation of its highways was not as sharply 
drawn as in the principal case—commerce can be carried on under the 
burden of ordinary regulations, but it ceases when there is a prohibition. 
Yet, as the court pointed out, if Illinois could seize every illegally over- 
loaded truck,”1 the same result as complete suspension would be achieved 
gradually, except that the defendant would be deprived of its trucks and 


thereby be placed in a far worse position. 
Wherever Federal and state policies clash, there exists an area of law in 
which the courts must tread with care in making a decision. Contrary to 


bearing on the highway pavement varies according to the type of tire . . . and the 
pressure maintained by the operator, the enforcement of laws fixing the allowable 
pounds of pressure per square inch of tire surface bearing on the pavement would be 
impractical. However, the next best measure is the wheel load or axle load.” 

* A listing of recent cases may be found in: CCH State Carriers Service New Mat- 
ters, Topical Index to New Decisions. 

* Inu. Rev. Srat., c. 95%, § 229a (1949). 

* 342 Ill. App. 507, 97 N.E.2d 115 (2d Dist. 1951). 

The fines themselves were not questioned, the issue was whether an operator 
could be fined for knowingly permitting an overloaded truck to be driven in Illinois 
when the overload was due to a shift in cargo that occurred in transit. The court held 
that the operator knew the load might shift, so the overloaded truck was driven in 
violation of the statute with his permit and knowledge. 

Tn an article in a nationally known commercial newspaper, the truckers declared 
their readiness to ask for an increase in freight rates. These increases were going to be 
sought because of increased costs, primarily taxes and wages. Vicker, Costlier Trucking, 
Watt Street Journal, (October 27, 1953). 

If taxes are to be passed off to the shippers as an increased cost of business, there 
is no reason for the truckers not to consider the fines imposed as a type of taxation and 
thus the ultimate effect of the “fine system of enforcement” would be passed to the 
shipper as an increased cost of doing business. 

* The Illinois Prohibition Act, Smitra-Hurp Rev. Srar., c. 43, §§ 1-50 (1923), pro- 
vided, in addition to a penalty and a fine, for an auxiliary penalty of confiscation of 
vehicles used in transporting liquor. This penalty was held to be constitutional and not 
violative of the provision in the Illinois Constitution that the penalty should be pro- 
portioned to the crime. People v. Kawolski, 310 Ill. 498, 142 N.E. 169 (1924). 
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the court’s decision in the principal case,?? the sanctions of Section 132.02 
do not establish conditions precedent to doing business in Illinois, but are 
designed to preserve Illinois’ investment in a sound highway network. The 
United States Supreme Court has stated this to be a valid local interest in 
an area of interstate commerce not pre-empted by Congress.?* Whether the 
power of the states to control their highways comprehends the power of 
prohibition to engage in interstate commerce over such highways, has not 
before been specifically adjudicated. The previous decisions are not con- 
clusive on the issues involved in the principal case, yet the language used 
provides a strong inference that the United States Supreme Court would 
sustain the power of suspension authorized by Section 132.02 as being 
“reasonably adapted” to the enforcement of valid state regulations. 

The present position of the Illinois court is but one of three it might 
have chosen on the applicability of the commerce clause to the sanctions of 
Section 132.02. If the court had declared the whole Section invalid, there 
would neither be any protection of the public interest in the highways nor 
effective enforcement of Section 131. Applying the decision of the princi- 
pal case, enforcement may not be practicable due to the difficulties in 
distinguishing between intrastate and interstate commerce; and since the 
greater portion of large scale trucking over Illinois highways is interstate, 
there would be but negligible protection of the public interest. The third 
alternative is to uphold the Section in its entirety. Enforcement would be 
facilitated and the roads could be protected. However, it is likely that 
Congress would then be forced to act, for the prospect of each of the 
forty-eight states having the power to suspend truck operations on their 
highways exposes a vista of chaos in interstate commercial transport. 

In essence, the decision of the Illinois Supreme Court in the principal 
case appears to differ from the position inferable from the language of 
previous decisions of the United States Supreme Court on the power of a 
state to regulate the use of its highways for profit.24 The decision can 
wholly satisfy neither the truckers nor the state and opens the door for 
many problems.Two of the most important of these problems will be: one, 
whether the particular facts involved show operation in interstate or intra- 


™ Hayes v. Castle, 2 Ill.2d 58, 71, 117 N.E.2d 106, 113 (1954). For a discussion 
of the court’s decision, see note 4, supra. 

> Maurer v. Hamilton, 309 U.S. 598, 60 Sup. Ct. 726 (1940). See also notes 6, 11, 
12, and 14, supra. 

* Stephenson v. Binford, 287 U.S. 251, 264, 53 Sup. Cr. 181, 184 (1932). 

“Tt is well established law that highways of the state are public property; that 
their primary and preferred use is for private purposes; and that their use for purposes 
of gain is special and extraordinary, which, generally at least, the legislature may pro- 
hibit or condition as it sees fit.” 

This principle was recognized in: Bode v. Barrett, 344 U.S. 583, 73 Sup. Ct. 468 
(1953), 412 Ill. 204, 106 N.E.2d 521 (1952); South Carolina v. Barnwell Brothers, 303 
US. 177, 58 Sup. Ct. 510 (1938); Morris v. Duby, 274 U.S. 135, 47 Sup. Ct. 548 (1927); 
Hendrick v. Maryland, 235 U.S. 610, 35 Sup. Cr. 140 (1915). 
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state commerce; and two, whether violations arising out of interstate opera- 
tions may be used to ascertain whether violation is sufficiently “habitual” to 
allow the suspension of intrastate operating rights. 

Perhaps the soundest position for the court would have been to hold 
the sanctions of Section 132.02 completely valid on the basis of the Barnwell 
and Maurer cases. Since it has not chosen to do so, Illinois and her sister 
states must continue to seek effective methods of enforcement. Until either 
uniform regulations or sanctions are adopted, or Congress exerts its pre- 
emptive power, the states and the trucking industry must remain plagued by 
a Pandora’s box of varying and contradictory laws. 


Norman M. ARONOVSKY 


PLEADING—Allegation of General Negligence Sufficient to State a Cause 
of Action. (Illinois) 


Plaintiff brought an action alleging negligence by the defendant doctor 
in treatment of the plaintiff. The plaintiff's pleading was comprised of 
three counts.' Count one partly alleged in general terms that: “He so un- 
skillfully conducted himself . . . that the malady of the plaintiff became 
greatly increased... ,” that he “negligently failed... (to) diagnose plaintiff's 
condition,” that he “failed to prescribe or give any medicine to the plain- 
tiff ...,” and further alleged that plaintiff exercised due care and caution 
for her safety and welfare. The second count, somewhat more detailed, dis- 
cussed the interview between the plaintiff and the defendant, the facts con- 
cerning the subsequent operation, and the necessity of going to another 
doctor to perfect a completely functional recovery. Count three substanti- 
ally repeated the allegations of count one, except for a substitution of a 
wilfull and wanton misconduct theory for the negligence theory. The circuit 
court sustained the defendant’s motion to dismiss plaintiff's amended com- 
plaint, and plaintiff thereupon appealed, electing to stand upon the complaint 
as amended. Held: Reversed and remanded. The court reaffirmed, inter 
alia, the doctrine of the Jennings case,” holding that an allegation of general 
negligence is sufficient to state a cause of action. Church v. Adler, 350 Ill. 
App. 471, 113 N.E.2d 237 (3d Dist. 1953). 

Seemingly inconsistent provisions of the Civil Practice Act® were relied 
upon by each party to sustain their respective contentions. Plaintiff centered 


*The complaint, although quite lengthy, essentially alleged that: (1) plaintiff con- 
sulted defendant, a physician and surgeon, and (2) that he undertook to treat her for 
her illness. The court considered these allegations sufficient to raise a duty on the part 
of the defendant doctor not to treat her negligently. See, Paris v. East St. Louis Ry. Co., 
275 Ill. App. 241 (4th Dist. 1934). 

7157 Ill. 274, 41 N.E. 629 (1895). 

*TItx. Rev. Srat., c. 110, §§ 31, 33(1), 33(3), 42(2) (1953). 
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her theory on Sections 33(3) and 42(2), which provide respectively that: 
“. . . pleadings are to be liberally construed... ,” and that “. .. No pleading 
shall be deemed bad in substance which shall contain such information as 
shall reasonably inform the opposite party of the claim or defense which 
he is called upon to meet.” The defendant countered with Sections 31 and 
33(1). The former contains the provision that nothing in that section 
should “. . . be deemed to affect in any way the substantial averments of 
fact necessary to state any cause of action. . . .” The latter provides that 
“All pleadings shall contain a plain and concise statement of the pleader’s 
cause of action, counterclaim, defense, or reply.” The respective positions 
taken by the parties to this action represent the two possible extremes in 
pleading theory. On the one hand, the plaintiff encouraged the court to 
accept the “notice” pleading concept, which has been advanced in the 
federal courts through liberal provisions in the Federal Rules of Civil Pro- 
cedure.* The court in the instant case rejected this notion, and yet did not 
accept the doctrine of a strict interpretation of pleadings as advocated by 
the defendant. 

The court recognized that the sole issue on review was the sufficiency 
of plaintiff's pleading to state a cause of action, and engaged in what might 
be called “judicial compromise,” in order that all of the pertinent sections 
of the Civil Practice Act might be given effect. A resolution of this prob- 
lem however, had previously been accomplished by the courts in Illinois, 
and the court in the instant case merely reaffirmed the decisions that have 
held that “A pleading must contain allegations of fact sufficient to state a 
cause of action,” ® and that “Liberality of construction and the rule of rea- 
sonable information do not overcome the requirement that sufficient facts be 
alleged to state a cause of action.” 7 

In early common law in Illinois, the courts were quite strict in demand- 
ing that the declaration of negligence state specific acts or omissions, rather 
than general allegations of negligence.* This theory, however, was, super- 
ficially at least, changed in the case of Chicago City Ry. Co. v. Jennings,® 


““Rule 8. General Rules of Pleading 

(a) Claims for Relief. A pleading which sets forth a claim for relief .. . shall con- 
tain (1) a short and plain statement of the grounds upon which the court’s jurisdiction 
depends, . . . (2) a short and plain statement of the claim showing that the pleader is 
entitled to relief, and (3) a demand for judgment for the relief to which he deems him- 
self entitled.” Fed. R. Civ. P. 8(a), 28 U.S.C.A. 8(a) (1953); 

“(e) Pleading to be Concise and Direct; Consistency. (1) Each averment of a 
pleading shall be simple, concise, and direct. No technical forms of pleading or mo- 
tions are required.” Fed. R. Civ. P. 8(e), 28 U.S.C.A. 8(e) (1953). 

* Supra, note 3. 

*Burr v. State Bank of St. Charles, 344 Ill. App. 332, 100 N.E.2d 773 (2d Dist. 
1951). 

*Moulopoulos v. Northern Trust Co., 384 Ill. 41, 50 N.E.2d 737 (1943). 

* Chicago, B. & Q. R. Co. v. Harwood, 90 Ill. 425 (1878). 

° 157 Ill. 274, 41 N.E. 629 (1895). 
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which held that an allegation of general negligence was sufficient to state a 
cause of action. In that case, as in the instant case, the court found that it 
had to effect a compromise between the extremes in pleading offered in 
argument by the respective parties. The court felt that the statement of facts 
should “. . . not be so general as to admit of almost any proof to sustain 
it... ,” but also said the rule that forbids alleging evidence must be 
enforced. From the time of the Jennings case, until the inception of the 
Civil Practice Act, a general allegation of negligence was the accepted rule, 
at least in theory, if not in practical application.!° 

In order that the problem might be better understood, a series of ex- 
amples of negligence complaints, beginning with the general and ending 
with the more specific, may be helpful at this point. The first, and most 
general in nature, would be merely an allegation of negligence on the part 
of the defendant which resulted in damage to the plaintiff. Going one step 
farther, the second example would state the means through which such negli- 
gence was expressed, for example, an automobile. The third might contain 
the manner in which such means was used to the damage of the plaintiff; 
and the fourth, the most highly detailed, would attempt to explain the reason 
behind the defendant’s actions. It will be conceded that the first and the last 
of these examples, which represent the extremes, are not being used in 
Illinois at the present time.!! Representative samplings from circuits in 
down-state Illinois and from Cook County, reveal that class three of the 
above-mentioned examples is by far the most frequently used. In a typical 
down-state automobile negligence complaint, there may be found as many 
as ten allegations of specific acts of negligence on the part of a defendant.!? 

The real significance of the instant case lies in the fact that the plaintiff 


*° PUTERBAUGH, CoMMON Law PLEADING AND Practice, which went through ten 
editions, the last being in 1926, was the accepted handbook of pleading in Illinois prior 
to the Civil Practice Act. In Chapter XXIII concerning the “action on the case,” it 
states that “It is sufficient if the facts stated are such as to raise a duty and show a 
failure to perform that duty and a resulting injury from which the law will attach to 
such failure of duty the charge of negligence.” PuTeRBaucH, COMMON LAW PLEADING 
AND Practice, § 706 (Jones ed. 1926); “. . . In actions against carriers for injuries to 
passengers, it is necessary to allege the negligence in general terms only, and not to set 
out the facts constituting the negligence complained of; an allegation specifying the act 
constituting the injury and alleging that it was negligently and carelessly done is suffi- 
cient.” PuTERBAUGH, supra, § 721. See, Cleary, The Complaint, [1950] Law Forum 1. 

* NicHots, ILtinots Crvit Practice is now the accepted work on civil practice in 
Illinois. See the skeleton form of a complaint in an action to recover damages from 
negligence, 2 NicHots ILtmots Crvit Practice, § 1097 (1941). 

Tn an action resulting from an automobile collision filed in the Circuit Court of 
Champaign County, a complaint alleged fourteen specific acts of negligence, the most 
frequent being violations of the Uniform Act Regulating Traffic on Highways, (ILL. 
Rev. Srar., c. 95% [1953]), Lourim v. Hurt, No. 19099, 6th Circuit Ill. 1952. The practice 
of alleging specific violations of statutes is by no means peculiar to down-state Illinois. 
In a similar action filed in the Circuit Court of Cook County, the complaint alleged 
and quoted verbatim, sections of the traffic control ordinances of the Municipal Code 
of the City of Chicago. Bloom v. La Bounty, No. 49 C 9285, Cook County Ill. 1949. 
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elected to stand on her pleadings, and that the appeal was taken on the issue 
of the sufficiency of the pleadings alone.!* The reports are replete with cases 
that challenge the sufficiency of complaints to state a cause of action, but 
in a great majority of cases, the issue has been raised in a motion in arrest 
of judgment, or for the first time on appeal.’ The paucity of cases that 
have been appealed on the question of the sufficiency of the pleadings alone 
is explained by the expense of an appeal, the ease of merely amending the 
complaint in the trial court, and the fact that the plaintiff must neverthe- 
less try the case on its merits after the appeal. It would appear that, because 
of the acceptance of the Jennings doctrine in the instant case, the attorney 
in Illinois might more readily rely upon the general allegation theory. This 
is particularly apparent since the issue on appeal was not assisted by the 
judicial predisposition against litigants who raise objections to formalities in 
pleadings after there has been a trial on the merits.1® 

The reluctance of the Illinois attorney to allege negligence generally is 
not readily explained, unless the reason lies in a religious adherence to prece- 
dent and the accessibility of the widely-used form book. In conclusion, it 
would seem that, because of its revival in the instant case, the general allega- 
tion theory is once again a firm rule upon which the Illinois attorney may 
rely. 

Tueopore E. Descu 


TRADE REGULATION — Constitutionality of McGuire Act Upheld. 
(Federal) 


Plaintiff, a drug manufacturer, brought a proceeding to enjoin the de- 
fendant, a super market operator, from selling its products below the mini- 
mum resale price established pursuant to the Louisiana Fair Trade Law.! 


* At the trial stage, on a motion to dismiss, the complaint will be construed most 
strongly against the pleader. Weise v. Wachsmuth, 332 Ill. App. 662, 76 N.E.2d 532 
(2d Dist. 1948); Wuellner v. Illinois Bell Telephone Co., 322 Ill. App. 284, 54 N.E.2d 
853 (4th Dist. 1944). 

* Gustafson v. Consumers Sales Agency, 414 Ill. 235, 110 N.E.2d 865 (1953); Lasko 
v. Meier, 394 Ill. 62, 67 N.E.2d 162 (1946); Owen-lIllinois Glass Co. v. McKibben, 385 
Ill. 245, 52 N.E.2d 177 (1944). See comment on Gustafson v. Consumers Sales Agency 
in [1953] Law Forum 303. 

* See comment, [1953] Law Forum 303; Burrell, The Use of Motions [1950] Law 
Forum 45. 

1La. Rev. Srat., tit. 51, § 391-396 (1950). The law provides that no contract relat- 
ing to the sale of a commodity which bears the trademark, brand, or name of the 
producer and which is in fair and open competition with commodities of the same gen- 
eral class produced by others shall violate any law of Louisiana by reason of containing 
a provision that the commodity shall not be resold at less than the minimum price 
stipulated under such contract. 

It further provides that wilfully and knowingly selling such a commodity at less 
than such minimum price, whether the person so selling is or is not a party to such a 
contract, is unfair competition and actionable by any person damaged. 
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The defendant had signed no resale price agreement but “wilfully and 
knowingly” disregarded the fair trade price established by the plaintiff. The 
defendant contended that the Louisiana Fair Trade Law and the McGuire 
Act? were unconstitutional. The District Court* granted summary judg- 
ment for the plaintiff. On appeal, held: Affirmed. The legislation involved 
is not a violation of due process, since it is a proper exercise of the police 
power reasonably related to a proper legislative purpose. Schwegmann Bros. 
Giant Super Markets et al. v. Eli Lilly & Co., 205 F.2d 288 (5th Cir. 1953); 
certiorari denied, 346 U.S. 856, 74 Sup. Ct. 71 (1953). 

The struggle to obtain the type of legislation exemplified by the statutes 
challenged in this case has been long and controversial. The legislation is 
based upon the distinction existing between articles manufactured and sold 
under a brand or trademark and articles sold without identification. At 
common law, some states and the lower federal courts recognized this dis- 
tinction as a basis for resale price maintenance, until the Supreme Court 
held agreements not to resell a product below a minimum price to be illegal; 
vertical as well as horizontal resale price maintenance ® was found to be in 
restraint of trade and in violation of the Sherman Antitrust Act.® Since this 
decision concerned only interstate commerce, the states were free to permit 
price maintenance in intrastate commerce. 

Later, the various states began to enact fair trade legislation, and this 
trend was given impetus by a series of decisions beginning with Old Dear- 
born Distributing Co. v. Seagram-Distillers Corporation." This case in- 
volved the Illinois Fair Trade Act,® which is similar to the Louisiana statute 
in question in the principal case; the court upheld this act against various 
constitutional objections, including the question of due process.® Today, 
forty-five states, Hawaii and Puerto Rico have passed fair trade legislation. 

Meanwhile, agitation for federal legislation to validate resale price main- 
tenance in interstate commerce continued. The National Industrial Recovery 


* 66 SraT. 632, 15 U.S.C.A. § 45 (Supp. 1952). The Act’s declaration of purposes states 
that the law is designed to protect the rights of the various states to regulate their own 
internal affairs, to enact laws and to adopt policies which authorize resale price mainte- 
nance agreements, to extend the binding effect of such agreements to nonsigners, and 
to permit the enforcement of such agreements in interstate commerce. 

*Eli Lilly & Co. v. Schwegmann Brothers Giant Super Markets, 109 F. Supp. 269 
(E.D. La. 1953). 

“Dr. Miles Medical Co. v. John D. Park & Sons Co., 220 U.S. 373, 31 Sup. Ct. 376 
(1911). 

* Vertical price fixing agreements are those between producer and wholesaler or 
between wholesaler and retailer, while horizontal price fixing agreements are those be- 
tween units on the same functional level, as between wholesaler and wholesaler or 
between retailer and retailer. 

*26 Srat. 209 (1890), 15 U.S.C. § 1 (1946). 

7299 U.S. 183, 57 Sup. Cr. 139 (1936). 

* In. Rev. Srat., c. 121%, § 188-190 (1953). 

°For a collection of cases prior to the Old Dearborn case, see 32 A.L.R. 1087 (1924), 
19 A.L.R. 926 (1922), and 7 A.L.R. 449 (1920). 
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Act © temporarily satisfied this purpose by providing for the fixing of 
resale prices by industrial committees under certain circumstances, but this 
delegation of congressional power was declared unconstitutional." 

In 1937, Congress, by way of amendment to the Sherman Antitrust 
Act, passed the Miller-Tydings Act.!? This Act removed the prohibition 
under the Sherman Act of vertical price maintenance of trademarked 
articles deemed to be in interstate commerce and permitted such price 
maintenance where the transactions would be lawful with respect to intra- 
state sales under local law. This act was thought to have settled the federal 
question involved in fair trade until the decision in Schwegmann Bros. v. 
Calvert Distillers Corporation.1® This case held that the Miller-Tydings 
Act exempted only voluntary agreements and did not permit the enforcement 
of such agreements against nonsigners. Thus, the decision largely destroyed 
the usefulness of fair trade legislation, since it would then be impossible to 
close all the gaps in the dike against price-cutters.!* 

About the same time, a blow from a different direction was struck at 
fair trade in the case of Sunbeam v. Wentling.> The Third Circuit held 
that the Pennsylvania fair trade statute could be construed to apply only in 
intrastate commerce. Since the prices set in the various states differ, the 
court concluded that interstate sales could not be regulated by the state law. 

The Schwegmann case frankly characterized the nonsigner provision 
of fair trade acts as coercive price fixing statutes,!® while the Old Dearborn 
case, upon which fair trade depends for constitutional validity, had said that 
the law was not primarily a price fixing statute. However, the Schwegmann 
decision was unsatisfactory in that it failed to rule upon the constitutionality 


48 Strat. 195 (1933), 15 U.S.C. § 703 (1946). 

™ United States v. Schechter Poultry Co., 295 U.S. 495, 55 Sup. Ct. 837 (1935). 

* 50 Star. 693 (1937), 15 U.S.C. § 1 (1946). 

341 U.S. 384, 71 Sup. Cr. 745 (1951). 

“The nonsigner clause of the Louisiana Act is described in the second paragraph 
of note 1, supra. 

* 185 F.2d 903 (3d Cir. 1950), vacated 341 U.S. 944 (1951), opinion on remand, 
192 F.2d 7 (1951). 

we“... When they seek, however, to impose price fixing on persons who have not 
contracted or agreed to the scheme, the situation is vastly different. That is not price 
fixing by contract or agreement; that is price fixing by compulsion. That is not follow- 
ing the path of consensual agreement; that is resort to coercion. .. . Contracts or agree- 
ments convey the idea of a cooperative arrangement, not a program whereby recalci- 
trants are dragged in by the heels and compelled to submit to price fixing.” 341 U\S. 
388, 390, 7 Sup. Ct. 745, 747 (1951). 
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of the Miller-Tydings Act 17 or upon the question of the act’s conflict with 
the system of antitrust legislation.'® 

In the face of vigorous opposition of the executive departments and 
many prominent economists,!® the McGuire Act was passed in 1952. Its 
provisions are identical in effect to the provisions of the Miller-Tydings Act, 
with two additional clauses plugging the holes made by the Schwegmann 
and Wentling decisions.° 

Since the Schwegmann decision in May, 1950, the courts of a number 
of states have ruled upon the question of the nonsigner clause and held it 
invalid as applied to nonsigners in interstate commerce.”!_ However, these 
decisions now appear to have been rendered nugatory by the McGuire Act. 
More important are the decisions of the Florida and Michigan courts, which 
were not based on federal law. 

The Florida court, in a more realistic approach than has heretofore been 
given by state decisions, ruled that its statute was outside the scope of the 
police power on the ground that the economic conditions have so changed 
since the 1930’s that resale price maintenance no longer bears a reasonable 


*Tn considering the effect of the Schwegmann decision upon the Old Dearborn 
decision the court in the principal case points out that the Schwegmann opinion involved 
no constitutional question and, hence, did not refer to Old Dearborn. However, both 
the majority opinion and the dissenting opinion quote language from the Schwegmann 
case tending to show the Supreme Court’s opinion as to the constitutionality of the Act. 

*“The effect of adding the nonsigner clause to resale price maintenance is the 
de facto nullification of our Federal antitrust laws prohibiting horizontal conspiracy to 
fix prices. . . . The proposed legislation pays lip service to that principle; yet its effect 
would be that a minimum price fixed by contract with one retail distributor would be- 
come the minimum price for all other retail distributors who were placed upon notice 
of the existence of the contract.” Report of the Federal Trade Commission in the 
Hearings before a Subcommittee of the Committe on Interstate and Foreign Commerce, 
House of Representatives, on H.R. 5767 (Minimum Resale Prices), 82 Cong., 2d Sess. 
3 (1952). 

* “The price-fixing bill before you is advocated by trade groups such as the NARD 
and similar trade associations who are interested in legislation to benefit only their 
members and not the public. 

“.. . Those who would destroy our anti-trust laws and reverse by legislation the 
Schwegmann and Wentling cases have never been able to secure as many as five or six, 
if any, economists of national repute to testify that their bills for fair-trade price fixing 
are in the public interest. The Miller-Tydings Act since its enactment has cost the 
consuming public many billions in higher fixed prices on branded goods.” Statement of 
Joseph M. Klamon, Professor of Marketing, Washington University, St. Louis, Missouri, 
before the Senate Committee on Interstate and Foreign Commerce on H.R. 5767 at p. 374 
(Resale Price Fixing) 82 Cong., 2d Sess. (1952). 

*Schwegmann Bros. v. Calvert Distillers Corp., 341 U.S. 384, 71 Sup. Cr. 745 
(1951); Sunbeam v. Wentling, 185 F.2d 903 (3d Cir. 1950). 

* Cal-Dak Co. v. Sav-on Drugs, Inc., 242 P.2d 333 (Cal. App. 1952); Seagrams- 
Distillers Corp. v. Ben Greene, Inc., 54 So.2d 235 (Fla. 1951); Calvert-Distillers Corp. 
v. Sachs, 234 Minn. 303, 48 N.W.2d 531 (1951); Hoffman-LaRoche Inc. v. Weissbard, 
19 N.J. Super. 210, 88 A.2d 238 (1952); Rothbaum v. Macy & Co., 115 N.Y.2d 197 (Sup. 
Ct. App. Div. 1952); Lambert Pharmical Co. v. Roberts Bros., 192 Ore. 23, 233 P.2d 258 
(1951); Sunbeam Corp v. Civil Service Employees Co-Op Ass’n, 192 F.2d 572 (3d Cir. 
1951); and Sunbeam Corp. v. Wentling, 192 F.2d 7 (3d Cir. 1950). 
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relation to the public welfare.22 The court also took the position that resale 
price maintenance serves particular groups, namely, retailers, by restricting 
competition. Subsequently, the statute was re-enacted adding a preamble 
termed “Finding of Fact.” The state’s sixth circuit court, even prior to the 
Schwegmann decision, held the statute unconstitutional and stated that the 
mere assertion by the legislature that a statute relates to the general welfare 
does not itself bring the statute within the police power.”* 

The Supreme Court of Michigan held the nonsigner clause of the Michi- 
gan Act unconstitutional on the grounds that (1) it was a deprivation of 
property without due process of law, (2) beyond the police power of the 
state in that it bore no reasonable relation to the general welfare, and (3) 
was a violation of the Sherman Act. The third point, which is now answered 
by the McGuire Act, was not controlling in the decision. 

These cases seem to indicate a trend in the state courts toward adopting 
a more critical attitude concerning fair trade acts rather than assuming 
validity under the Old Dearborn decision. 

The heart of the decision in the principal case lies in the statement, “We 
agree with the learned District Judge that Old Dearborn still controls and, 
further, that if it is to be overruled, that can be done only by the Supreme 
Court.” 74 It is abundantly clear that the Old Dearborn case is the principal 
prop under the whole system of fair trade legislation, both state and fed- 
eral. The unsettled condition of small business during the ’thirties presum- 
ably influenced in strong measure the holding in the Old Dearborn case. The 
Dearborn formula is that of the protection of the trademark owner’s prop- 
erty right in his good will and upon the distinction between horizontal and 
vertical price fixing.” 

It is virtually acknowledged by all that the protection of the good 
will of the trademark owner is no longer, if it ever was, the real motive 
behind fair trade legislation.2® The court in the principal case admits this 
may be so, but thought this to be a matter for the legislature.?7 As a matter 
of fact, it has not been the trademark owners who have been the proponents 
of fair trade legislation, but associations of retailers among which the Na- 


*Tiquor Stores, Inc. v. Continental Distilling Corp., 40 So.2d 371 (Fla. 1949). 

** Seagram-Distillers Corp. v. Ben Greene, Inc., CCH 1950-51 TRape Cases § 62,668 
(1950). 

4205 F.2d 288, 792 (5th Cir. 1953). 

* See note 5, supra. 

* Schwegmann Bros. v. Calvert Distillers Corp., 341 U.S. 384, 71 Sup. Ct. 745 
(1951). 

™ The dissenting opinion at page 797 in the principal case puts the argument rather 
forcefully in stating, “If water runs down hill and the property of fire is to burn, 
monopolistic prices injure good will and cause resentment in the hearts of the people 
who are oppressed by them.” 
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tional Association of Retail Druggists 2 was prominent.?® Moreover, the 
Federal Trade Commission reports that most of the states do not limit the 
determination of resale prices to the owners of the trademarks. This results 
in attempts by distributors, who do not own the trademark, to fix the resale 
prices without the knowledge or consent, and sometimes even against the 
wishes, of the brand or trademark owners.*? 

Proponents of fair trade make much of the distinction between hori- 
zontal and vertical price fixing. The argument is that since the products 
must be in “free and open competition with other commodities of the same 
general class,” vertical price fixing does not do violence to the antitrust 
laws. As a practical matter this argument is illusory. Such vertical agree- 
ments often result in effective horizontal price fixing by a roundabout 
method. One reason, among others, is that control is exercised from the 
retailers at the base upward as against and in place of the trademark owners. 

That fair trade does in fact result in horizontal price fixing has long 
been recognized by the Federal Trade Commission.*! In its report and 
comment on the McGuire Act the commission stated that it believed the 
enactment of the McGuire bill would result in higher prices, lack of public 
control as to reasonableness, and worst of all, effective horizontal conspir- 
acy.*2 The Antitrust Division of the Department of Justice has taken an 
equally strong stand. It has stated that in spite of theoretical distinctions 
vertical agreements often result in horizontal price fixing, which makes it 
impossible for the consumer to manifest his displeasure by refraining from 
buying, and that there is a total lack of public regulation, either legal or 
economic.®* 

The decision in the principal case has been hailed by the advocates of 
fair trade as a victory and vindication of the principles of fair trade. This 
may turn out to be somewhat premature, since the Supreme Court has 
stated many times that a denial of certiorari implies neither approval nor 
disapproval.’ Should another circuit reach a result opposite to the one in 


** See note 19, supra. 

* With respect to protection of the small retailers a statement by Dr. Joseph 
Klamon is interesting. “There is no evidence whatever indicating a greater mortality 
among small retailers in free trade Missouri, Texas, Vermont, and the District of 
Columbia than in fair trade territory.” Hearings before the Senate Committee on Inter- 
state and Foreign Commerce on H.R. 5767 at p. 374 (Resale Price Fixing) 82 Cong., 
2d Sess. (1952). 

Federal Trade Comm., Report on Resale Price Maintenance (1945), p. LX. 


"“The legal basis for implementing various kinds of horizontal agreements is 
provided in the so-called nonsigner clause by which distributors who refuse to sign 
contracts can be compelled to maintain prices. Note 30, supra; see also Note 18, supra. 

“See note 18, supra. 

Senate Committee on Interstate and Foreign Commerce on H.R. 5767 (Resale 
Price Fixing) 82 Cong., 2d Sess. (1952). 

* Agoston v. Pennsylvania, 340 U.S. 844, 71 Sup. Ct. 9 (1950); Maryland v. Balti- 
more Radio Show, Inc. 338 U.S. 912, 70 Sup. Ct. 252 (1949); United States v. Carver, 
260 U.S. 482, 43 Sup. Cr. 181 (1923). 
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this case, the Supreme Court may be forced to grant certiorari to resolve 
the conflict. While the Old Dearborn case may be controlling as to law, 
it certainly is not controlling as to different facts. It is suggested that a step 
toward a different fact pattern would be a case where a person not owning 
the trademark, such as a wholesaler, is attempting to enforce a resale agree- 
ment against a nonsigner. On a proper record, stressing facts in the light 
of changed economic conditions from those which prompted the Old Dear- 
born decision, there could be adequate grounds for declaring the McGuire 
Act unconstitutional. If the court brushes aside the fictions and exposes 
fair trade for what it is—public supported private coercion—the result may 
be quite different. 
Wa ter R. PEiRsoN 


WORKMEN’S COMPENSATION—Proof of Accidental Death. (Illinois) 


Proceedings under the Workmen’s Compensation Act! were insti- 
tuted for death benefits for the death of a packing company’s hog driver. 
The decedent was found dead on the wet floor of a toilet room during 
working hours, lying with his back against an electric heater which in- 
flicted deep burns upon his back. Evidence disclosed that the employee’s 
duties required him to walk through runways which were constantly 
sprayed with water which caused his clothes to become dampened. A doc- 
tor who was present at the autopsy testified that there was no evidence of 
disease. The circuit court reversed the decision of the commission granting 
an award on the grounds that the evidence did not support the finding that 
the deceased received an accidental injury which arose out of and in the 
course of his employment. On appeal, held: Reversed. The fact that an 
injury resulting in death arose out of the employment need not be proved 
by direct evidence, but may be established by circumstantial evidence lead- 
ing to a reasonable inference that the injury originated in a risk of employ- 
ment or was incidental to the nature and conditions of employment. The 
evidence permitted the inference that the employee sustained a fatal shock 
while attempting to dry his clothes when he retired to the toilet to attend 
a call of nature. Hunter Packing Co. v. Industrial Commission, 1 I1l.2d 99, 
115 N.E.2d 236 (1953). 

It is a well settled rule in Illinois that the claimant bears the burden of 
proving that the employee’s death was accidental and that it arose out of and 
in the course of his employment.? In the principal case, it is a matter of 
some significance that the court held the evidence sufficient to support the 
finding that death arose out of and in the course of employment without 


* Iti. Rev. Stat., c. 48, § 138 et seq. (1953). 
? Sparks Milling Co. v. Industrial Commission, 293 Ill. 350, 127 N.E. 737 (1920). 
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discussing the possibility of suicide. Although there is a presumption against 
suicide, this presumption does not relieve the claimant from the burden 
of affirmatively proving by evidence that the death was accidental. A 
review of the cases, however, impels the conclusion that the proof that 
death was accidental, in the sense with which we are here concerned, is no 
different from the proof that death arose out of the course of employment. 
An injury resulting in death may be said to have arisen out of employ- 
ment when it is reasonably apparent that it was occasioned by a risk which 
is incidental to the employment or, stated similarly, if there appears a 
causal connection between the work and the injury. Where it appears 
that death was intentionally incurred by the employee, it is clear that 
death did not result from a risk which was incidental to the employment. 
Conversely, where the circumstances tend to show that, at the time of the 
accident, the employee was engaged in the work for which he was em- 
ployed, and that he received an injury which could reasonably have re- 
sulted from a risk or hazard incidental to the conditions of his employment, 
one is impelled to presume the causal connection between the death and the 
employment and to reject the possibility of suicide. This proposition finds 
support in Charles E. Reed & Co. v. Industrial Commission,5 where the 
court stated: 
“The injury was of such character that it might be reasonably ex- 
pected to happen to him while in the performance of his duties. . . . It 
would be drawing rather an unusual and unnatural conclusion to hold 
that . . . Schultz intentionally inflicted the injury on himself... .” 


The foregoing analysis casts some light on what is meant by the “presump- 
tion against suicide.” It does not place upon the employer the burden of 
proving that the death was not due to accidental injury; ® but where the 
evidence indicates that the injury resulted from a risk incidental to the 
employment, it will likewise permit the inference that death was accidental, 
in the absence of some evidence from which it might be inferred that the 
deceased committed suicide. This seems to be the basis of the court’s deci- 
sion in McKugo v. Industrial Commission." In that case the deceased was an 
electrician’s apprentice whose duties required that he go to all of the 
various departments of his employer’s plant in the course of which it was 
necessary to use the elevators. He was seen entering the basement of one 
of the buildings shortly after lunch, and a few minutes later was found 
dead on the floor of the basement with his legs under the elevator. The 


* Northwestern Yeast Co. v. Industrial Commission, 378 Ill. 195, 37 N.E.2d 806 
(1941). 

‘Jefferson Ice Co. v. Industrial Commission, 404 Ill. 290, 88 N.E.2d 837 (1949). 

* 328 Ill. 345, 351, 159 N.E. 777, 779 (1927). 

*Northwestern Yeast Co. v. Industrial Commission, 378 Ill. 195, 37 N.E.2d 806 
(1941). 

* 330 Ill. 70, 161 N.E. 86 (1928). 
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court held that the only reasonable inference that could be drawn from the 
evidence was that he was struck by the elevator and killed, probably after 
having looked into the shaft to determine its location. The court stated 
further that there were no circumstances in evidence from which the infer- 
ence of self-destruction could arise. Having thus established that his death 
arose out of and in the course of employment, the court declined to hold 
that death resulted otherwise than by accident in the absence of some 
indication that the deceased committed suicide. This principle is also sup- 
ported by dicta in Selz Schwab & Co. v. Industrial Commission,’ where 
it is stated that a reasonable inference from established facts and circum- 
stances that an unwitnessed death arose out of and in the course of the 
employment will prevail over an unsupported contention that the deceased 
committed suicide. 

Where the conditions of employment become increasingly hazardous 
or where the implements which the employee must use in the course of his 
employment create a special risk, the danger of injury or death correspond- 
ingly increases. It follows that under such circumstances the court will 
more readily infer that the death of an employee was accidental.® 

Not infrequently a case arises where the facts proved give rise to 
conflicting inferences of equal probability. It is a well settled rule of law 
in this state that liability under the Workmen’s Compensation Act cannot 
rest on mere speculation or upon a choice between two views equally 
compatible with the evidence, but must be based upon facts established by a 
preponderance of the evidence.!° Where a state of facts exists upon which 


* 326 Ill. 120, 156 N.E. 763 (1927). 

° The following cases are representative of this proposition. In Chicago Cleaning 
Co. v. Industrial Commission, 283 Ill. 177, 118 N.E. 989 (1918), the employee, a window 
washer, was found on the sidewalk in front of a building to which he had an assignment 
slip. His safety belt was attached to a window on the third floor. The court held that 
his death was compensable even though the evidence showed that the deceased was 
afflicted with pernicious anemia which generally results in death in from two to twelve 
years. In Stephens Engineering Co. v. Industrial Commission, 290 Ill. 88, 124 N.E. 869 
(1919), the deceased was employed to do carpenter work on his employer’s grain elevator. 
Near quitting time, the deceased fell from the bin in which he was working and died 
shortly thereafter without regaining consciousness. It was customary for employees 
to use a fire escape as a means of desent, and there was evidence tending to show that 
the approach to the fire escape was dangerous and that the railing around the fire escape 
was not firm. Compensation was awarded without consideration of the possibility of 
suicide. In Heyworth v. Industrial Commission, 321 Ill. 298, 151 N.E. 920 (1926), the 
employee’s duties were to accompany the shipment of a crane by rail and, wherever 
possible, to ride with the crane. He was found dead on the railroad track shortly after 
having been seen by one of the train crew lying on the car on which the crane was 
riding. The court held that the inference to be drawn from the evidence is that the 
deceased was thrown onto the track by a jolt or whip of the train and was run over 
and killed by the cars following the car on which he was riding. In all of the fore- 
going cases the circumstances from which the death occurred increased the possibility 
of suicide, but there were no circumstances in evidence which inhibited the inference 
that death resulted from the special risks created by the conditions of the employment. 


” Wisconsin Steel Co. v. Industrial Commission, 288 II]. 206, 123 N.E. 295 (1919). 
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a theory of suicide or accident might otherwise be equally probable, the 
theory of accident will prevail where it can be proved that the state of 
mind of the deceased prior to his death was not such as would be present in 
a man contemplating self-destruction, and that he otherwise had no reason 
to commit suicide.!1 Evidence of the deceased’s state of mind and financial 
security, however, will not sustain the burden of proving that death was 
accidental, in the face of evidence leading to the conclusion that the 


employee committed suicide.!? 
In the principal case, the circumstantial evidence on which the court 


based its conclusions was uncontroverted. Furthermore, there were no 
circumstances in evidence which tended to refute the logical conclusion 
as to how death occurred. From this state of the evidence it cannot be 
argued that the inferences drawn were merely conjectural, the solution 
being one of balancing the probabilities as presented by the evidence. 
Rather, where the evidence supports a theory as to how death occurred 
and suggests a causal relation between the death and a risk incidental to the 
employment, it would indeed be mere speculation to conclude that the 


death was not accidental. 
DoNALD VENTURELLI 


™ Consumers Co. v. Industrial Commission, 364 Ill. 145, 4 N.E.2d 34 (1936). The 
employee was last seen going toward an outdoor toilet located on the bank of the 
Chicago river. His body was recovered from the river two months later. It was proved 
that the deceased was a strong healthy man; that his home life was happy; that he was 
in good financial condition; and that he was of a happy disposition and had given a 
party for his stepdaughter the night before. The court held this evidence sufficient to 
permit the inference that death was accidental and not suicide. 

” Atlas Brewing Co. v. Industrial Commission, 314 Ill. 196, 145 N.E. 387 (1924). 
The employee was a night watchman whose duties required that he enter the hayloft 
on the second floor of the company’s barn. He was found entangled in a harness which 
hung on a post below the entrance to the loft, death having been caused by strangula- 
tion. The court concluded that the manner in which the bridle strap on which the 
deceased was strangled had been passed around an iron beam which ran across the 
barn, and that the manner that it passed around the deceased’s neck and body without 
disarranging his clothes was indicative of suicide and not accident. Evidence was intro- 
duced as to the deceased’s prior good health, financial security and happy home life, but 
the court held that the claimant failed to sustain the burden of proof that the death 
arose out of employment and was not suicide. 
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